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REVIEW  OF  EXISTING  FINANCIAL 
SYSTEM 


❖ ❖ o 
PREAMBLE 

In  submitting  a factual  review  of  the  existing 
financial  system,  we  have  found  it  necessary,  for 
purposes  of  clarity,  to  divide  our  submission  into 
three  distinct  parts: 

Part  1 — Relationship  of  the  financial 
system  to  the  economy. 

— Definition  of  terms  used. 

— Basic  principles  arising  out  of> 
foregoing. 

Part  II  — The  operation  of  the  monetary 
system  in  universal  use,  in- 
cluding : 

— The  price  system. 

— Financing  production  and  con- 
sumption. 

— Public  finance. 

Part  III  — Historical  summary  of  Cana- 
dian monetary  system. 

— Its  operation  prior  to  the  war. 

— War-time  adjustments. 

— Interim  Recommendations. 
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While  bearing  in  mind  the  necessity  for  adher- 
ing to  factual  data,  it  has  been  impossible  to  ex- 
clude clear  definitions  of  the  terms  used,  and,  in 
order  to  adhere  to  the  terms  of  reference,  to  sub- 
mit the  conclusions  which  follow  from  the  facts 
stated.  In  respect  to  the  question  of  whether  the 
system  provides  an  adequacy  of  purchasing 
power,  on  which  we  have  been  asked  to  report 
specifically,  while  we  have  endeavoured  to  confine 
ourselves  to  the  only  possible  conclusions  which 
can  be  deduced  from  an  examination  of  the  facts, 
it  has  been  impossible  to  treat  this  matter  on  a 
basis  which  places  it  beyond  the  range  of 
controversy. 

The  method  used  in  our  analysis  of  the  finan- 
cial system  is  inductive.  We  have  found  it  neces- 
sary to  reject  all  preconceived  premises,  whether 
or  not  they  conform  to  accepted  ideas,  and  to 
approach  our  task  by  building  up  from  basic 
principles. 
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PART  I. 


❖ ❖ ❖ 

RELATIONSHIP  OF  THE  FINANCIAL 
SYSTEM  TO  THE  ECONOMY 

1.— THE  PLACE  OF  MONEY  IN  THE 
ECONOMY 

Money  is  an  essential  feature  of  economic 
organization  which,  in  turn,  is  the  basis  of  the 
entire  structure  of  civilization.  As  Sir  Grafton 
Elliott  Smith  has  pointed  out  very  plainly  in  his 
book,  “Human  History,”  the  birth  of  civilization 
can  be  traced  to  the  settlement  of  nomadic  groups 
in  the  Nile  Valley  to  form  the  first  communities. 
This  revolution  in  human  history  which  has  re- 
sulted in  the  growth  of  a vast,  complex  and  highly 
organized  civilization  occurred  under  the  definite 
impulse  which  induced  wandering  family  groups 
to  discard  their  traditional  habits  in  favour  of 
settled  community  life.  This  impulse  was  the 
conviction  that  by  co-operating  in  this  manner 
they  would  be  able  to  secure  objectives  they  de- 
sired and  which  would  otherwise  be  impossible 
of  attainment. 

The  problems  created  by  the  new  mode  of 
settled  community  life  very  quickly  taught  those 
pioneers  of  civilization  the  importance  of  organ- 
ization, and  thus  were  laid  the  foundations  of 
the  oldest  science. 
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Without  organization — crude  as  it  must  have 
been  at  first — even  the  most  primitive  social  life 
would  have  been  impossible,  and  during  the  inter- 
vening centuries  it  has  evolved  into  a very  exact 
science  governed  by  certain  basic  principles.  In 
order  to  establish  the  relationship  of  money  to 
the  economy,  it  is  necessary  to  examine  these : 

2.  PRINCIPLES  OF  ORGANIZATION 

(a)  Objective.  The  primary  consideration  in 
all  organization  is  the  objective — the  pur- 
pose for  which  the  organization  exists. 

Objectives  of  Society:  The  broad  ob- 
jectives of  human  endeavour  from  the  view- 
point in  organized  society  is  the  acquisi- 
tion by  individuals  of  the  maximum  mater- 
ial— i.e.,  economic — security  combined  with 
the  greatest  possible  measure  of  human 
freedom. 

(b)  Control.  The  type  of  organization  is  de- 
termined by  the  location  of  control.  Broad- 
ly, there  are  two  types  of  social  organiza- 
tion: 

i.  One  in  which  control  is  exercised  by 
the  persons  comprising  the  community — 

i. e.,  by  “the  people.”  This  is  usually  term- 
ed “democratic.” 

ii.  One  in  which  control  is  centralized  and 
the  people  are  subservient  to  the  controller. 
This  is  termed  “authoritarian” 
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(c)  Policy  and  Administration.  These  are 
the  two  distinct  aspects  of  organization: 

i.  Policy  is  the  specification  of  objectives 
in  their  order  of  priority  entailing  a broad 
course  of  action  in  their  attainment. 

ii.  Administration  is  the  function  involv- 
ing devising  and  applying  methods  for  the 
attainment  of  pre-determined  objectives. 

(d)  Authority  and  Responsibility.  The  allo- 
cation of  responsibility  is  fundamental  to 
all  organization.  All  authority  must  carry 
with  it  corresponding  responsibility  and 
vice  versa.  Under  democratic  organization 
“the  people”  being  the  supreme  authority, 
they  must  likewise  assume  supreme  respon- 
sibility. All  other  authority  has  to  be  dele- 
gated by  them  and,  in  the  final  analysis, 
must  carry  with  it  corresponding  responsi- 
bility to  them. 

i.  The  limitations  of  democratic  organiza- 
tion confine  its  application  to  matters  of 
policy. 

ii.  Administration  is  essentially  a function 
involving  individual  responsibility  carrying 
with  it  corresponding  authority. 

iii.  It  follows  that  the  people  should  be 
the  supreme  authority  in  regard  to  all  mat- 
ters of  policy,  but  for  the  administration 
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of  such  policy  they  would  delegate  author- 
ity to  those  possessing  the  necessary  quali- 
fications, holding  them  responsible  for 
providing  the  desired  results. 

(e)  Sanctions.  Authority  without  the  means 
to  enforce  it  is  non-existent. 

(f)  Spheres  of  Social  Organization.  In  or- 
ganized community  life  there  are  two  dis- 
tinct spheres  of  organization: 

i.  The  Economic  Sphere  existing  for  the 
purpose  of  satisfying  the  people’s  material 
requirements. 

ii.  The  Governmental  Sphere  existing 
for  the  purpose  of  making  the  laws  govern- 
ing the  relations  between  individuals  within 
the  community,  and  between  the  community 
and  other  communities. 

3.— EVOLUTION  OF  MONEY 

One  of  the  first  advances  made  in  the  early 
stages  of  community  life  was  the  division  of 
labour.  One  man  would  confine  himself  to  grow- 
ing corn,  another  would  raise  cattle,  another 
would  spin  and  weave  cloth  and  so  forth.  By 
thus  concentrating  on  one  or  two  lines,  the  aggre- 
gate production  of  the  community  was  greater 
than  by  the  diffusion  of  effort  by  individuals  in 
an  attempt  to  produce  a wide  variety  of  products 
for  their  own  use. 
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This  led  to  the  necessity  of  exchanging  goods 
and  services.  The  first  foundation  of  trade  was 
laid  by  a system  of  barter,  under  which  the  cattle 
trader  would  exchange  his  products  with  those  of 
the  corn  grower,  the  cloth  maker  and  so  on.  This 
proved  a very  cumbersome  arrangement,  especial- 
ly for  the  cattle  trader  who  was  obliged  to  drive 
his  herds  around  the  country,  exhausting  the 
animals,  running  the  risk  of  stampeding,  drought, 
sand  storms  and  other  hazards.  Besides  it  was 
not  always  convenient  to  those  with  whom  he 
traded  to  take  delivery  of  the  animals  when  he 
wanted  their  products. 

A cattle  trader,  faced  with  these  problems  and 
having  more  than  ordinary  ingenuity,  devised  a 
simple  expedient  which  was  destined  to  have  a 
far-reaching  effect  on  the  future  history  of  man- 
kind. Instead  of  taking  his  cattle  around  with 
him,  he  armed  himself  with  a number  of  leather 
discs,  with  a mark  on  them  identifying  him  with 
the  discs.  Each  leather  disc  represented  one  head 
of  cattle.  These  he  would  exchange  for  the  prod- 
ucts he  wanted,  telling  the  recipient  that  on  pre- 
sentation to  him  of  one  leather  disc  he  would  de- 
liver one  head  of  cattle. 

This  arrangement  grew  in  popularity,  and  in 
time  the  use  of  leather  discs  extended  beyond 
transactions  between  cattle  dealers  and  other 
producers.  A man  accepting  leather  discs  of  a 
reputable  cattle  dealer  for  his  corn,  instead  of 
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taking  delivery  of  the  cattle  would  use  the  disc 
to  obtain  cloth  or  building  material.  The  recip- 
ient would  in  turn  use  it  to  get  goods  he  wanted, 
and  in  this  way  leather  discs  would  change  hands 
several  times  before  finally  being  presented  to  its 
issuer  in  return  for  cattle. 

In  this  way  the  first  “money”  evolved.  Its  con- 
venience soon  made  it  an  indispensable  aid  to 
trade.  Gold  already  being  a sought-after  com- 
modity of  value  for  superstitious  reasons,  and  for 
this  reason  being  more  generally  acceptable,  discs 
of  gold  and  other  less  valuable  metals  having  an 
intrinsic  value  of  their  own,  replaced  the  leather 
discs. 

This  second  development  established  the  sys- 
tem of  money  on  a more  extensive  scale,  and  it 
persisted  in  that  form  for  many  years. 

However,  it  soon  became  apparent  that  the 
indiscriminate  issue  of  money  reduced  its 
exchange  value  in  relation  to  goods,  and  that 
because  money  was  a claim  to  the  country’s 
wealth,  its  issue  was  a sovereign  power  which 
should  be  exercised  by  the  titular  head  of  the 
State. 

Thus  the  issue  of  money  was  transferred  from 
the  actual  producer  of  goods  to  the  sovereign 
authority  in  the  State.  This  monetary  system 
persisted  for  many  centuries  with  no  important 
development. 
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The  next  step  in  the  evolution  of  our  modern 
monetary  system  took  place  in  England  during 
the  seventeenth  century.  At  that  time  it  was  the 
custom  for  traders  and  others  to  deposit  their 
gold  money  and  plate  with  the  goldsmiths,  be- 
cause of  the  risk  from  highway  robbery  as  they 
travelled  around  the  country.  The  goldsmiths 
would  issue  receipts  to  their  depositors.  When 
the  traders  wanted  the  gold  for  the  purpose  of 
paying  for  their  purchases,  they  would  deliver 
the  receipts  in  return  for  it.  Gradually  it  became 
the  practice  for  traders  to  exchange  their  receipts 
for  their  purchases. 

As  in  the  case  of  leather  discs,  these  receipts 
soon  gained  an  “exchange  value”  equivalent  to 
the  gold  it  represented. 

Traders  who  found  themselves  short  of  money 
in  their  transactions  would  go  to  the  goldsmiths 
for  temporary  loans.  The  goldsmiths  finding 
that  they  always  had  an  amount  of  gold  on  deposit 
which  was  not  claimed,  would  lend  this  out.  It 
dawned  on  one  of  them,  who  was  more  ingenious 
and  unscrupulous  than  the  others,  that  he  did  not 
need  to  lend  the  actual  gold  in  his  keeping;  that 
all  he  had  to  do  was  to  issue  a receipt  for  gold 
which  he  did  not  possess.  In  fact  he  found  that 
he  could  issue  receipts  for  several  times  the 
amount  of  the  gold  he  had  in  his  vault.  This 
practice,  which  was,  of  course,  most  profitable  to 
the  goldsmiths,  giving  to  them,  as  it  did,  interest 
on  gold  which  they  did  not  possess,  soon  became 
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the  customary  system  of  banking — the  goldsmiths 
turning  bankers  for  the  purpose  of  exploiting  to 
the  full  this  easy  road  to  wealth. 

Thus  modern  banking  practice  was  conceived 
in  a fraud  which  was  destined  to  have  stupendous 
results  on  future  economic  development.  It  should 
be  noted  that  the  goldsmiths’  receipts  became 
“bank  notes”  or  bills,  and  the  issue  of  the  greater 
portion  of  the  country’s  money  was  transferred 
from  the  State  to  private  citizens. 

The  next  important  development  came  when 
the  then  established  banks  found  that  instead 
of  requiring  their  depositors  to  withdraw  actual 
money  in  the  form  of  coins  or  “bank  notes”  (the 
I.O.U.’s  of  the  goldsmiths  which  had  become  the 
kind  of  “money”  in  most  general  use)  it  was  a 
great  convenience  to  allow  them  to  write  “orders- 
to-pay”  authorizing  their  bank  to  transfer  money 
credited  to  their  accounts  to  the  accounts  of  other 
customers.  This  was  the  forerunner  of  the  mod- 
ern “cheque.” 

Like  the  goldsmiths,  who  preceded  them,  the 
bankers  soon  found  that  under  this  arrangement 
only  a fraction  of  the  money  on  deposit  was  ever 
drawn  out.  Most  transactions  were  carried  out 
merely  by  the  transfer  of  figures  from  one  ac- 
count to  another  without  the  actual  money  being 
withdrawn.  Like  the  goldsmiths,  they  were  not 
slow  to  take  advantage  of  this  state  of  affairs. 
When  customers  came  to  them  for  loans,  they 
found  that  bankers  would  lend  them  several 
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times  the  amount  of  actual  tangible  money  which 
they  had  on  deposit,  because  these  loans  were 
for  the  most  part  used  in  transactions  involving 
the  transfer  of  figures  from  one  account  to 
another  by  means  of  cheques  without  involving 
the  use  of  coins  or  “bank  notes.”  In  this  way 
they  were  able  to  create  credit  which  performed 
all  the  functions  of  money  and  thus  to  charge 
interest  on  “money”  of  their  own  creation  which 
did  not  actually  exist  in  any  tangible  form. 

It  should  be  noted  that  at  this  point  control 
of  the  monetary  system  and  exercise  of  the  sover- 
eign power  of  issuing  money  passed  further  into 
the  hands  of  private  citizens. 

This  brief  survey  of  the  evolution  of  the  money 
system  brings  us  to  the  operation  of  our' modern 
system  of  finance.  Before  proceeding  to  an  exam- 
ination of  this,  it  is  necessary  to  define  the 
various  terms  which  must  be  used  in  any  such 
review. 


4.— SOME  TERMS  DEFINED 

(1)  Money:  “Any  medium  which  has  reached 
such  a degree  of  acceptability  that  no  mat- 
ter what  it  is  made  of,  nor  why  people  want 
it,  no  one  will  refuse  it  in  return  for  his 
product”  if  he  is  a willing  seller. 

There  are  three  distinct  kinds  of  money 
in  general  use: 
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a.  Coins — i.e.  metal  discs  of  silver, 
nickel,  copper  and  alloys — of  various  de- 
signs and  denominations.  These  pass  from 
hand  to  hand  in  transactions  involving 
small  amounts.  (Note:  Gold  coins  which 
were  extensively  used  some  years  ago 
have  been  replaced  by  paper  bills.) 

b.  Bills — i.e.  printed  paper  notes  of 
convenient  size  with  distinctive  designs  to 
indicate  the  various  denominations  which, 
in  Canada,  range  from  $1  upwards. 

Note:  (a)  and  ( b ) are  usually  referred  to 
as  “cash”  or  “currency” — the  terms  used 
for  tangible  money  which  can  be  passed 
from  hand  to  hand. 

c.  Deposit  Currency' or  Credit — i.e.  a 
kind  of  money  which  does  not  exist  in  any 
tangible  form,  but  consists  of  entries  in 
bank  ledgers  which  are  transferred  from 
one  account  to  another  by  means  of  “orders 
to  pay”  known  as  “cheques.” 

(2)  Purchasing  Power:  Money  in  the  hands 
of  consumers  available  to  purchase  ultimate 
goods  or  services  in  relation  to  the  prices  of 
such  goods  and  services. 

(3)  Savings:  Money  immobilized  as  purchas- 
ing power  and  set  aside  for  future  use. 

(4)  Capital  Goods:  Goods  which  are  not  them- 
selves required  by  consumers  but  which  are 
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produced  for  the  purpose  of  providing  con- 
sumers with  ultimate  products  with  greater 
efficiency,  e.g.,  factories,  plants,  tools,  rail- 
ways, harbours,  ships,  roads,  etc. 

(5)  Intermediate  Goods:  Goods  in  the  process 
of  production  from  one  stage  to  another  on 
the  way  to  the  final  stage  for  the  consumer 
market. 

(6)  Ultimate  Goods:  Goods  for  delivery  to  the 
consumer  market.  ‘‘The  things  that  people 
want.” 

(7)  Real  Credit:  The  measure  of  a nation’s 
credit — i.e.  the  belief  of  its  people  that  they 
can  obtain  the  results  they  want  in  their  co- 
operative association — expressed  in  terms 
of  its  ability  to  deliver  goods  and  services 
as,  when  and  where  required. 

(8)  Financial  Credit:  A nation’s  real  credit 
expressed  in  monetary  terms  and  measured 
by  the  ability  to  deliver  monetary  tokens  as 
required  for  purposes  of  providing  access 
to  its  real  credit  resources.  Financial 
credit  should  be  a reflection  of  real  credit. 

(9)  Price;  Price  Value:  The  money  required 
by  a seller  in  exchange  for  goods  or  services. 
Price  is  built  up  through  the  various  stages 
of  production  by  including  production  costs 
and  payments  for  services.  In  its  higher 
limits  price  is  determined  by  what  people 
will  pay  for  the  article  or  service;  in  its 
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lower  limits,  price  is  determined  by  produc- 
tion costs.  A manufacturer  or  other  pro- 
ducer must  recover  his  costs  of  production 
through  the  price  of  his  products  if  he 
wishes  to  remain  in  business. 

5.— BASIC  PRINCIPLES 

(1)  Purpose  of  Society:  To  enable  individuals 
in  association  to  gain  by  their  co-operative 
efforts  results  they  desire  which  would  be 
either  more  difficult  or  impossible  to  attain 
otherwise. 

(2)  Purpose  of  the  Economic  System:  To  de- 
liver goods  and  services  as,  when  and  where 
these  are  required. 

(3)  Purpose  of  the  Monetary  System:  To  fa- 
cilitate the  operation  of  the  economic  system 
in  serving  the  purpose  for  which  it  exists. 
It  is  essentially  a mechanism  of  organization : 

(a)  To  provide  inducements  to  individuals  to 
co-operate  in  the  productions  of  goods 
and  the  rendering  of  services  which 
people  want. 

( b ) To  enable  an  equitable  distribution  of 
available  goods  and  services  to  be  made 
as  between  individuals,  with  the  maxi- 
mum freedom  of  choice  being  accorded  to 
each. 

( c ) To  enable  an  accurate  accounting  to  be 
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kept  of  the  nation’s  production,  consump- 
tion and  other  economic  activities. 

( d ) To  provide  the  people  in  a democracy — 

i. e.,  in  a natural  social  order — with  an 
effective  voting  mechanism  which  will 
enable  them: 

i.  Individually  to  obtain  the  results  they 
want  from  the  available  stocks  of  goods 
and  services. 

ii.  To  “vote”  for  the  continuance  as  ad- 
ministrators of  those  firms  who  are  giv- 
ing them  satisfaction,  by  buying  their 
products  and  thereby  “keeping  them  in 
business.” 

iii.  Collectively  to  determine  the  volume 
and  nature  of  production  by  their  pur- 
chases— i.e.,  the  use  of  their  money  votes. 
Note  : Under  our  highly  complex  modern 
money  economy,  to  the  extent  a person 
has  money  in  relation  to  the  prices  of  the 
goods  and  services  he  wants  he  has  econ- 
omic “voting  power;”  to  the  extent  he  is 
assured  of  a sufficiency  of  economic  vot- 
ing power,  he  has  economic  security ; and 
to  the  extent  he  obtains  this  under  condi- 
tions over  which  he  personally  has  con- 
trol, he  has  economic  freedom. 

( e ) To  enable  individuals  to  forego  their 
claims  they  may  possess  to  a share  of 
current  production  by  virtue  of  the  money 
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they  possess,  in  order  that  they  may  exer- 
cise their  claim  at  some  future  time  to 
meet  their  wishes. 

(4)  Issue  and  Withdrawal  of  Money:  Money 
being  claims  on  the  available  stock  of  goods 
(including  those  coming  within  the  category 
of  providing  services),  it  should  be  issued 
as  goods  are  produced  and  withdrawn  as 
goods  are  consumed. 

Because  the  issue  and  withdrawal  of 
money,  as  to  volume  and  the  manner  in  which 
it  is  issued,  determines  the  volume  of  pro- 
duction and  the  conditions  under  which  it  is 
issued  and  distributed,  and  because  of  the 
function  of  the  monetary  system  as  the 
“economic  voting  mechanism,”  control  over 
the  issue  and  withdrawal  of  money  is  a 
sovereign  power  which,  in  a democracy, 
should  be  vested  in  the  people. 

(5)  Quantity  of  Money  : The  quantity  of  money 
issued  should  be  determined  by  the  volume 
of  production — i.e.,  by  the  extent  to  which 
the  people  desire  to  use  their  real  credit  to 
provide  themselves  with  goods  and  services. 

The  total  volume  of  money  issued  should 
at  all  times  be  sufficient  to  ensure: 

(a)  That  total  purchasing  power,  i.e.,  money 
available  to  buy  goods  and  services  on 
the  consumer  market,  is  equal  to  the  col- 
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lective  prices  at  economic  levels  of  such 
goods  and  services. 

( b ) That  capital  goods  production  and  tran- 
sactions within  the  productive  and  distri- 
butive systems  can  be  adequately  financed 
to  meet  the  demands  of  consumers  for 
goods  and  services. 

Note  : If  total  purchasing  power  is  in  excess 
of  the  collective  prices  of  goods  and  services 
available  for  consumption,  prices  will  tend 
to  rise,  thereby  reducing  the  purchasing 
power  of  every  unit  of  money.  This  condi- 
tion constitutes  inflation.  If  there  is  a de- 
ficiency of  purchasing  power  in  relation  to 
the  collective  prices  of  available  consumer 
goods,  the  latter  cannot  be  bought  to  the 
extent  of  the  deficiency,  thereby  tending  to 
force  down.  This  condition  constitutes 
deflation.  When  carried  to  uneconomic 
levels,  it  causes  general  dislocation. 
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PART  IL 


❖ ❖ ❖ 

THE  MONETARY  SYSTEM  IN 
UNIVERSAL  USE 

a.— INTRODUCTORY 

The  main  features  of  the  monetary  systems 
operating  throughout  the  world  are  essentially 
similar,  having  developed  from  the  same  source. 
In  recent  years  there  have  been  some  modifica- 
tions in  such  countries  as  Russia,  Germany  and 
Italy.  For  purposes  of  this  review,  these  will 
be  ignored  and  the  system  in  general  use  prior 
to  the  war  throughout  the  British  Empire,  Europe 
generally,  the  U.S.A.  and  South  America  will  be 
considered. 

This  is  known  as  the  Central  Banking  System. 
In  the  case  of  the  U.S.A.  while  the  main  features 
are  similar,  it  is  termed  the  Federal  Reserve 
System. 

Later  we  shall  deal  specifically  with  the  Cana- 
dian system,  to  which  the  following  considera- 
tions apply. 

b.— THE  ISSUE  OF  MONEY 

i.  The  Central  Bank  (nominally  under  con- 
trol of  the  Government,  though  in  some  instances 
enjoying  extra-territorial  powers  placing  it  out- 
side the  control  of  the  Government)  is  empower- 
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ed  to  issue  the  paper  money — bills  of  various 
denominations — and  to  control  the  issue  of  coins. 
For  all  practical  purposes  it  is  the  issuing  auth- 
ority for  currency. 

Usually  the  Central  Bank  is  limited  in  the 
volume  of  the  currency  it  issues  by  the  amount 
of  gold  which  it  holds,  or,  in  lieu  thereof,  the 
market  value  of  certain  securities  having  an  inter- 
national acceptance. 

Therefore  ultimate  control  of  the  volume  of 
paper  money  issued  does  not  reside  in  the  Central 
Bank.  If,  for  example,  the  country  imports  goods 
at  exchange  prices  in  excess  of  its  exports,  the 
balance  would  become  payable  by  the  central  bank 
in  the  gold  or  securities  it  held,  thereby  depleting 
the  amount  and  curtailing  its  basis  for  issuing 
currency.  The  same  result  is  brought  about  by 
the  withdrawal  of  foreign  deposits  in  the  coun- 
try and  similar  manipulations  on  the  internation- 
al exchanges. 

When  the  Central  Bank  “buys”  gold  it  merely 
writes  a cheque  on  itself  in  payment.  The  gold 
mining  company  or  other  seller  deposits  this  with 
his  commercial  bank,  and  the  bank  then  has  a 
claim  on  the  Central  Bank  for  a corresponding 
volume  of  cash  or  currency.  Thus  the  “cost”  to 
the  Central  Bank  is  merely  the  cost  of  the  print- 
ing of  the  currency  it  issues.  The  same  is  true 
of  the  purchase  of  securities  by  the  Central  Bank. 

When  the  Central  Bank  sends  gold  to  another 
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country  in  settlement  of  an  obligation  for  a com- 
mercial bank  or  when  it  sells  a security  for  which 
it  receives  the  purchaser’s  “cheque”  drawn  on  his 
bank,  it  has  a claim  against  the  cash  held  by  the 
commercial  bank. 

These  transactions  are  termed  the  “open  mar- 
ket operations”  of  the  Central  Bank,  and  by  this 
means  it  can  increase  or  decrease  the  volume  of 
currency  (cash)  in  the  country. 

The  Central  Bank  is  the  bank  for  the  com- 
mercial banks.  It  does  not  deal  with  the  general 
public. 

ii.  The  Commercial  Banks  (called  “Char- 
tered Banks”  in  Canada)  are  privately  owned 
and  controlled  institutions  upon  which  the  gen- 
eral public  depend  for  their  banking  transactions. 
These  are  empowered  to  issue  and  withdraw  the 
main  supply  of  the  nation’s  money  by  creating 
and  cancelling  financial  credit  (deposit  currency) 
which  does  not  exist  in  any  tangible  form,  but 
consists  of  figures  in  their  ledgers  representing 
money,  transferable  from  one  account  to  another 
by  means  of  cheques. 

“The  essential  and  distinctive  feature  of  a 
‘bank’  and  a ‘banker’  is  to  create  and  issue 
credit  payable  on  demand,  and  this  credit  is 
intended  to  be  put  into  circulation  and  serve 
all  the  purposes  of  money.  A bank,  there- 
fore, is  not  an  office  for  borrowing  and  lend- 
ing money,  but  it  is  a manufactory  of  credit.” 
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“The  student  must  therefore  carefully 
observe  that,  in  the  language  of  banking,  a 
deposit  and  an  issue  are  the  same  thing.  A 
deposit  is  simply  a credit  in  a banker’s  book 
giving  the  customer  a right  of  action  against 
him  for  a sum  of  money  ...” 

— “ Theory  and  Practice  of  Banking  ” 
By  H.  D.  Macleod. 

“When  a bank  lends  it  creates  money  out 
of  nothing.  The  borrower  becomes  indebted 
to  the  bank  for  a sum  to  be  repaid  in  the 
future  with  interest  and  the  bank  becomes 
indebted  to  the  borrower  for  a sum  imme- 
diately available.” 

— R.  G.  Hawtrey,  Assistant  Secretary, 
H.M.  Treasury  of  Great  Britain,  in 
“ Trade  Depression  and  the  Way  Out.” 

It  is  the  usual  practice  of  commercial  banks  to 
limit  the  volume  of  financial  credit  they  issue  to 
ten  times  the  volume  of  the  cash  held  by  them. 
(Their  deposits  with  the  Central  bank  are  treated 
as  cash,  because  they  are  entitled  to  claim  cash 
for  these.)  Thus  the  volume  of  cash  issued  by 
the  Central  Bank  controls  the  volume  of  financial 
credit  issued  by  the  commercial  banks. 

This  financial  credit  is  issued  to  the  public  by 
the  commercial  banks  granting  loans,  by  allow- 
ing money  to  be  withdrawn  as  “overdrafts,”  by 
buying  securities  and  by  making  purchases. 

When  a bank  makes  a loan  to  a customer,  it 
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credits  his  account  with  the  amount  and  author- 
izes him  to  draw  cheques  against  this.  A bank 
does  not  lend  its  deposit’s  money.  It  creates 
the  money  it  lends.  The  procedure  is  clearly 
described  in  the  following  quotation: 

“74.  It  is  not  unnatural  to  think  of  the 
deposits  of  a bank  as  being  created  by  the 
public  through  the  deposits  of  cash  repre- 
senting either  savings  or  amounts  which  are 
not  for  the  time  being  required  to  meet 
expenditure.  But  the  bulk  of  the  deposits 
arise  out  of  the  action  of  the  banks  them- 
selves, for  by  granting  loans,  allowing  money 
to  be  drawn  on  an  overdraft  or  purchasing 
securities  a bank  creates  a credit  in  its  books, 
which  is  the  equivalent  of  a deposit.  A 
simple  illustration,  in  which  it  will  be  con- 
venient to  assume  that  all  banking  is  con- 
centrated in  one  bank,  will  make  this  clear. 
Let  us  suppose  that  a customer  had  paid  into 
the  bank  £1,000  in  cash  and  that  it  is  judged 
from  experience  that  only  the  equivalent  of 
10  per  cent  of  the  bank  deposit  need  be  held 
actually  in  cash  to  meet  the  demands  of  cus- 
tomers; then  the  £1,000  cash  received  will 
obviously  support  deposits  amounting  to 
£10,000.  Suppose  that  the  bank  then  grants 
a loan  of  £900;  it  will  open  a credit  of  £900 
for  its  customer,  and  when  the  customer 
draws  a cheque  for  £900  upon  the  credit  so 
opened  that  cheque  will,  on  our  hypothesis, 
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be  paid  into  the  account  of  another  of  the 
bank’s  customers.  The  bank  now  holds  both 
the  original  deposit  of  £1,000  and  the 
£900  paid  in  by  the  second  customer.  De- 
posits have  thus  increased  to  £1,900  and  the 
bank  holds  against  its  liability  to  pay  out 
this  sum  ( a ) the  original  £1,000  of  cash  de- 
posited, and  ( b ) the  obligation  of  a customer 
to  repay  the  loan  of  £900.  The  same  result 
follows  if  the  bank,  instead  of  lending  £900 
to  a customer,  purchases  an  investment  of 
that  amount.  The  cheque  which  it  draws 
upon  itself  in  payment  for  the  investment  is 
paid  into  the  seller’s  bank  account  and 
creates  a deposit  of  that  amount  in  his  name. 
The  bank,  in  this  latter  case,  holds  against 
its  total  liability  for  £1,900  (a)  the  original 
£1,000  of  cash,  and  ( b ) the  investment  which 
it  has  purchased.  The  bank  can  carry  on  the 
process  of  lending,  or  purchasing  invest- 
ments, until  such  time  as  the  credits  created, 
or  investments  purchased,  represent  nine 
times  the  amount  of  the  original  deposits  of 
£1,000  in  cash. 

“75.  The  process  is  much  the  same  when 
we  remove  the  assumption  that  there  is  only 
one  bank.  The  credit  granted  by  one  bank 
may  reach  the  accounts  of  customers  in  an- 
other bank.  There  is  thus  established  a 
claim  by  the  second  bank  upon  the  first  for 
cash,  and  the  ability  of  the  second  bank  to 
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grant  loans  is  improved  in  so  far  as  that  of 
the  first  bank  is  reduced.  Over  the  banking 
system  as  a whole,  therefore,  loans  and  in- 
vestments made  by  the  banks  increase  their 
deposits.  There  is,  however,  a limitation  on 
this  process.  A bank  which  is  actively  creat- 
ing deposits  in  this  way  will  naturally  find 
that  a considerable  part  of  the  cheques  drawn 
against  them  will  be  in  favour  of  other  banks. 
It  will  thus  lose  part  of  its  cash  reserve  to 
those  banks  and  must  proceed  to  limit  its 
loan  operations  if  its  normal  cash  ratio  is 
to  be  maintained.  In  practice,  therefore,  no 
one  bank  can  afford  to  pursue  a policy  of 
creating  deposits  by  making  loans  or  invest- 
ments which  is  much  out  of  line  with  the 
policies  of  other  banks. 

“76.  The  cash  which  the  banks  hold  is 
partly  in  the  form  of  bank  notes  and  coin 
maintained  in  tills  and  reserves  to  meet  cur- 
rent demands  by  customers  and  for  exig- 
encies, and  partly  in  the  form  of  a deposit 
with  the  Bank  of  England  — the  bank 
of  the  bankers.  The  latter  credit  affords 
first  the  means  of  settling  day  to  day 
balances  between  banks  and  secondly  the 
means  of  obtaining  any  further  supplies  of 
notes  or  coin  that  they  may  need  for  current 
use.  A further  cash  item  is  represented  by 
balances  with  other  banks  and  cheques  on 
other  banks  in  course  of  collection.  These 
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claims  on  other  banks,  which  are  settled 
within  a day  or  two,  usually  amount  to  about 
31/2  Per  cent  of  the  deposits,  varying  of 
course  with  the  amount  of  business  done  by 
the  bank.” 

— Sections  74-76  of  the  Report  of  the 
MacMillan  Committee  (of  Great  Brit- 
ain) on  Finance  and  Industry  in  1931. 

Similarly  when  a bank  buys  a security  or  makes 
a purchase,  it  draws  a cheque  on  itself  in  pay- 
ment. The  seller  deposits  the  cheque  to  the  credit 
of  his  account.  This  increases  total  deposits  and 
is  a clear  addition  to  the  amount  of  money  pre- 
viously in  existence.  This  deposit  appears  as  a 
liability  in  the  bank’s  balance  sheet  and  the  secur- 
ity or  property  purchased  appears  as  an  asset. 

It  follows  from  the  foregoing  that  ninety  per 
cent  of  the  money  available  for  use  is  bank 
created  financial  credit.  However  an  even  higher 
proportion  of  all  monetary  transactions  are 
carried  out  by  means  of  this  kind  of  money — 
that  is  by  means  of  transfers  of  figures  repre- 
senting money  which  does  not  exist  in  a tangible 
form.  For  example  in  Great  Britain  less  than 
1%  of  the  country’s  business  is  done  in  “cash.” 

Furthermore,  for  all  practical  purposes,  all 
money  is  brought  into  existence  by  the  banks  as 
a debt.  The  public  can  obtain  its  money  only  by 
borrowing  from  the  banks,  selling  a security 
(which  represents  a debt  owing  to  the  holder) 
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to  the  banks,  or  selling  property  which  the  banks 
require — and  which  is  charged  against  its  profit 
and  loss  account,  therefore  likewise  constituting 
a debt  to  be  liquidated  by  the  public. 

The  commercial  banks  can  withdraw  money — 
i.e.,  curtail  the  volume  of  money — by  calling  in 
loans  or  selling  securities.  When  a bank  loan  is 
repaid,  the  money  is  withdrawn  from  the  deposit 
of  somebody’s  account.  The  total  volume  of 
deposits  decreases  correspondingly.  This  de- 
creases the  bank’s  liabilities  and  on  the  assets 
side  of  the  balance  sheet  the  amount  of  loans  to 
customers  decreases  by  a corresponding  amount. 
For  all  practical  purposes  the  money  has  been 
cancelled  out  of  existence. 

Thus  the  commercial  banks  have  the  power  to 
issue  and  destroy  money,  thereby  controlling  the 
volume  of  production  and  economic  activity 
generally. 

c.—CONTROL  OF  THE  MONETARY  SYSTEM 

In  order  to  follow  the  lines  of  control  over  the 
issue  of  money  it  is  only  necessary  to  trace  the 
effect  of  the  Central  Bank  making  a purchase  of 
gold  from  a gold  mining  company  within  the 
country. 

As  all  money  is  issued  as  a loan  owing  to  the 
banking  institutions  in  the  aggregate,  industry 
and  trade  must  operate  with  working  capital  bor- 
rowed from  the  banks.  Therefore  it  can  be 
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assumed  that  the  gold  mining  company  borrowed, 
say  $200,000  for  its  production  costs  of  the  gold 
being  purchased  by  the  Central  Bank.  Suppose 
it  receives  $250,000  for  this.  It  would  obtain  pay- 
ment by  means  of  a cheque  drawn  on  the  Central 
Bank  which  it  would  deposit  with  its  bank. 
Ignoring  any  interest  which  would  be  payable; 
this  would  repay  the  bank  loan  of  $200,000,  which 
would  be  cancelled  out  of  existence,  leaving  a 
deposit  of  $50,000  in  the  profit  and  loss  account 
of  the  company. 

The  bank’s  cash  reserve  would  be  increased  by 
$250,000,  because  it  would  have  a claim  on  the 
Central  Bank  for  that  amount  of  cash.  This  now 
enables  the  bank  to  create  and  lend  at  interest 
$2,500,000  in  financial  credit — which  at  5%  would 
yield  the  bank  an  income  of  $125,000  a year  and 
a lien  on  $2,500,000  of  real  wealth  which  would 
be  the  minimum  value  of  security  lodged  with 
the  bank  against  the  loans.  And  of  course  the 
bank  would  have  complete  control  over  the  lend- 
ing of  the  new  money  it  could  issue ; it  could  ex- 
tend loans  for  those  purposes  of  which  it  ap- 
proved, and  refuse  to  grant  loans  for  purposes 
of  which  it  did  not  approve,  or  even  withhold 
using  the  money  for  loans  to  industry  and  instead 
use  their  credit  creating  power  to  buy  securities, 
or  even  if  they  so  wished  to  buy  property. 

It  should  be  noted  that  the  central  bank  obtain- 
ed the  gold  for  nothing  — having  created  the 
money  for  its  purchase — and  for  all  practical 


29 


purposes  this  provided  the  banks  with  $2,500,000 
which  they  could  use  as  they  pleased. 

However,  the  transaction  does  not  end  there. 
The  Central  Bank,  with  $250,000  gold  in  its  vaults 
might  have  statutory  authority  to  issue  four  times 
that  amount  in  currency.  So  that  in  addition  to 
the  $250,000  cash  that  the  bank  in  which  the  Cen- 
tral Bank’s  cheque  was  deposited  can  claim,  it  can 
issue  another  $750,000  either  by  buying  securities 
or  by  making  advances  to  the  commercial  banks. 
On  the  basis  of  this  cash,  the  latter  can  create  and 
issue  a further  $7,500,000  in  loans  to  customers. 

So  that  as  a result  of  the  Central  Bank  buying 
$250,000  gold  by  writing  a cheque  on  itself,  $10,- 
000,000  of  new  money  is  lent  into  existence  — 
which,  for  all  practical  purposes,  represents  a 
costless  acquisition  by  the  banks. 

Now  suppose  that  in  order  to  meet  external 
demands  the  Central  Bank  has  to  dispose  of 
$250,000  gold.  It  must  immediately  curtail  its 
issue  of  currency  by  $1,000,000  by  means  of  open 
market  operations.  This  in  turn  forces  the  banks 
to  reduce  their  deposit  liabilities  by  $10,000,000 
— i.e.,  to  reduce  the  amount  of  financial  credit 
money  issued  by  them.  They  proceed  to  call  in 
loans  to  that  amount,  and  the  result  is  that  be- 
cause $250,000  gold  was  shipped  out  of  the  coun- 
try the  volume  of  money  in  the  country  is  reduced 
by  $10,000,000.  The  banks  lose  nothing  except 
the  interest  by  this  transaction  because  it  cost 
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them  nothing  in  the  first  instance,  but  the  people 
lose  access  to  real  wealth  to  the  equivalent 
amount. 

It  is  now  possible  to  examine  the  location  of 
control  of  the  financial  system.  As  previously 
pointed  out  control  of  'policy  determines  such 
control. 

In  so  far  as  the  public  is  concerned,  they  are 
dependent  entirely  upon  the  private  commercial 
banks  for  obtaining  their  supply  of  money,  and 
these  institutions  have  absolute  control  as  to 
the  extent  they  issue  money  for  productive  pur- 
poses or  withhold  money  from  any  undertaking 
within  the  limits  of  their  ability  to  create  and l 
issue  financial  credit. 

This  ability,  under  the  rules  of  the  system,  is 
in  turn  controlled  by  the  supply  of  cash  made 
available  by  the  Central  Bank. 

The  Central  Bank,  in  turn,  (likewise  under 
the  rules  of  the  system,)  has  wide  powers  in  this 
respect,  but  these  are  limited  by  an  over-riding 
control  centred  in  the  international  exchanges 
by  being  obliged  to  meet  demands  for  external 
payments,  on  the  one  hand,  and  to  maintain  a 
stable  exchange  rate  with  other  currencies  on 
the  other. 

To  crystallize  the  matter,  ultimate  control  is 
centred  in  those  who  control  the  international 
movement  of  gold  stocks  and  deal  in  the  settle- 
ment of  international  trade  balances. 
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It  will  be  plain  that  actually  there  is  no  rela- 
tionship between  the  ability  of  the  nation  to 
produce  goods  and  services  for  its  use  and  the 
volume  of  money  issued.  Under  this  system 
money  supply  is  arbitrarily  controlled  by  consid- 
erations which  have  no  connection  with  general 
productive  capacity.  For  example  there  is  no 
possible  connection  between  a miner  in  the  Klon- 
dike or  a Kaffir  in  the  Transvaal  digging  up  gold 
to  be  re-buried  in  the  vaults  of  the  Central  Bank, 
and  the  ability  of  the  nation  to  produce  food  for 
its  use.  Yet  under  the  system  described,  the 
production  of  the  latter  is  controlled  by  the 
former,  for  the  volume  and  nature  of  production 
is  dependent  upon  producers  having  the  necessary 
financial  facilities  for  the  purpose. 

Because  of  the  dependence  of  the  nation  upon 
its  monetary  arrangements  for  gaining  access 
to  its  real  credit  resources — its  ability  to  produce 
goods  and  services  for  its  use — as  previously 
pointed  out  the  issue  of  money  is  a sovereign 
power  which,  in  a democracy,  should  be  exercised 
by  the  people  as  the  constitutionally  supreme 
authority.  Moreover,  because  the  monetary  sys- 
tem is  essentially  an  elaborate  system  for  account- 
ing the  economic  affairs  of  the  nation,  it  should 
reflect  and  be  controlled  by  what  takes  place  in 
the  field  of  production,  distribution  and  consump- 
tion. 

Actually  we  find  that  the  monetary  system 
violates  these  two  basic  principles.  Control  of 
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monetary  policy  is  vested  in  a highly  centralized 
private  monopoly,  with  ultimate  control  being 
exercised  outside  the  country,  and  instead  of  the 
operation  of  the  system  reflecting  what  takes 
place  in  the  economic  sphere,  it  actually  controls 
production  and  distribution. 

d.— FINANCING  PRODUCTION 

On  account  of  the  highly  complex  economic 
structure  which  has  developed  (with  its  various 
interlocking  institutions  and  closely-knit  organi- 
zation) a general  understanding  of  its  operation 
in  relation  to  the  monetary  system  is  lacking 
because  it  presents  an  apparently  complicated 
problem.  However,  actually  its  main  features 
are  extremely  simple  to  grasp. 

The  importance  of  the  monetary  system  is  that 
it  is  the  essential  mechanism  of  economic  organi- 
zation. By  its  means  individuals  are  induced  to 
associate  in  the  many  spheres  of  production,  the 
extent  and  nature  of  this  production  is  deter- 
mined, the  manner  of  its  distribution  is  arranged, 
a record  of  the  aggregate  resources  of  the  nation 
is  recorded,  as  well  as  the  individual  citizen’s 
claims  upon  them. 

It  has  been  shown  that  all  money  is  issued  as  a 
loan  repayable  to  the  banking  institutions  and 
that  for  all  practical  purposes  the  public  is  de- 
pendent upon  the  issue  of  financial  credit  by  the 
private  commercial  banks  for  its  money  supply. 
Therefore  industry  and  trade  are  dependent  upon 
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.this  source  for  obtaining  the  money  to  finance 
production  and  distribution. 

* The  procedure  can  be  summarized  as  follows : 

1.  Industry  obtains  the  money  required  to 
finance  production  in  the  form  of  loans  from  the 
commercial  banks. 

2.  This  is  used  to  buy  materials,  to  pay  out 
wages  and  salaries  and  to  meet  other  production 
costs. 

3.  All  these  “production  costs”  are  carried 
forward  from  stage  to  stage  in  the  production 
of  goods  and  go  into  “the  price”  of  the  articles. 

4.  Ultimately  the  goods  come  on  to  the  market 
and  the  consuming  public  surrender  their  pur- 
chasing power  in  return  for  them.  This  money 
collected  through  prices,  should  in  theory,  be 
equivalent  to  the  total  amount  issued  as  purchas- 
ing power  through  wages,  salaries,  commissions, 
etc.,  and  enable  the  bank  loans  to  be  repaid. 

In  this  way  the  money  is  issued  to  the  public 
as  goods  are  produced,  and  is  withdrawn  and 
cancelled  as  goods  are  consumed. 

It  might  be  argued  that  an  exception  to  the 
foregoing  are  the  instances  in  which  a firm  oper- 
ates on  its  own  working  capital.  This,  however, 
is  not  the  case,  for,  all  money  being  issued  in  a 
manner  which  creates  a corresponding  debt  to 
the  banking  institutions  any  firm  which  operates 
on  its  own  working  capital  does  so  by  virtue  of 
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the  fact  that  somewhere  within  the  system  there 
is  a corresponding  debt  to  the  banks  remaining 
unliquidated.  Therefore  the  effect  on  the  aggre- 
gate situation  is  the  same  as  if  such  firms  borrow- 
ed their  working  capital.  Money  paid  out  from 
the  funds  of  such  firms  for  wages,  salaries,  raw 
materials,  etc.,  must  be  recovered  in  the  prices 
of  their  products  and  returned  to  the  fund, 
against  which  there  is  an  unliquidated  debt  to 
the  banks  so  far  as  the  public  as  a whole  is  con- 
cerned. So  that  the  effect  is  the  same  as  if  the 
money  was  borrowed  from  the  banks,  except  that 
such  firms  are  not,  in  themselves,  so  directly 
dependent  upon  bank  control  as  they  would  other- 
wise be. 

* * * 

It  now  becomes  necessary  to  examine  the  pro- 
cedure broadly  outlined  above  in  greater  detail 
by  taking  application  to  a particular  firm. 

A manufacturer  of  shoes,  for  example,  may  be 
producing  100,000  pairs  of  shoes  a year.  Say, 
total  production  costs,  including  profits  for  the 
shareholders,  amount  to  $200,000,  of  which  $100,- 
000  represents  the  costs  of  raw  materials,  wages, 
salaries  and  profit,  and  the  balance  depreciation 
on  plant  and  equipment,  and  other  maintenance 
charges. 

This  firm  will  require  $100,000  during  the  year 
to  meet  its  direct  payments  for  raw  material, 
labour,  etc.  But  during  that  period  there  will 
be  a flow  of  shoes  going  out  from  the  factory  to 
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the  consumer  markets,  and  a corresponding  flow 
of  payment  coming  in.  Therefore  the  firm  will 
not  require  working  capital  for  the  full  amount 
of  $100,000.  Possibly  a loan  of,  say,  $10,000 
would  suffice.  This  would  be  reduced  as  the  firm 
received  payments  for  the  shoes  from  wholesale 
agencies,  and  would  be  increased  again  as  the 
firm  drew  money  to  pay  wages,  etc.,  and  to  buy 
its  raw  material.  The  process  is  continuous  and 
must  be  viewed  on  the  one  hand  as  a flow  of  loan 
credit  from  the  bank  going  out  to  the  public  in 
wages,  salaries  and  dividend  payments — and  to 
other  firms  in  payment  of  the  price  of  raw  ma- 
terial, a feature  which  will  be  examined  more 
fully — and,  on  the  other  hand  a flow  of  products 
going  out  to  the  consumer  market  with  price 
labels  attached  to  them — price  labels  which  in- 
clude all  the  costs  of  production  of  which  the 
wages,  salaries,  etc. — the  incomes  paid  out — con- 
stitute an  item. 

The  continuation  of  this  procedure  depends 
upon  a corresponding  flow  of  surrendered  pur- 
chasing power  from  consumers  being  maintained. 
The  purpose  of  producing  shoes  is  for  people  to 
wear.  To  obtain  the  shoes  the  people  go  into  the 
retail  stores  and  purchase  them  by  surrendering 
their  “purchasing  power,”  i.e.,  the  money  they 
possess  for  buying  goods  in  relation  to  the  prices 
of  those  goods.  If  the  people  do  not  buy  the 
firm’s  shoes,  its  sales  will  fall  off  and  the  firm 
will  not  be  able  to  pay  off  its  debt  to  the  bank. 
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The  bank  will  cut  off  the  firm’s  credit  supply,  and 
not  having  access  to  the  necessary  money  it  will 
be  obliged  either  to  curtail  or  stop  production. 

* * * 

The  next  matter  to  be  considered  is  the  rela- 
tionship of  various  units  of  production.  There 
are  various  stages  in  the  production  of  goods  for 
the  consumer  market — from  raw  material  to 
finished  product  delivered  on  the  market.  At  each 
stage  the  financing  of  production  and  the  distri- 
bution of  purchasing  power  is  carried  out  on  the 
broad  lines  reviewed  above.  As  the  goods  in 
process  of  production — intermediate  products — 
pass  from  stage  to  stage,  so  the  debt  against  the 
purchasing  power  of  the  public  is  accumulated  in 
prices.  Producer  A sells  the  partly  processed 
goods  to  Producer  B at  a price  which  includes 
all  his  production  costs.  Producer  B pays  him 
from  his  working  capital  account  provided  by  a 
loan  from  his  bank.  This  enables  Producer  A 
to  repay  his  bank  and  obtain  a further  loan. 
Producer  B sells  the  partly  processed  product  to 
Producer  C,  after  carrying  its  production  a stage 
further,  at  a price  which  includes  what  he  had  to 
pay  Producer  A plus  all  his  own  production  costs 
— and  so  on  down  the  line. 

At  each  stage  the  debt  to  the  banking  institu- 
tions is  carried  forward  against  the  accumulating 
price  of  the  product. 

^ ^ ^ 
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While  the  procedure  outlined  above  applies  to 
financing  the  production  of  goods  for  the  con- 
sumer market,  it  is  not  applicable  to  financing 
capital  production. 

The  method  of  financing  capital  production  is 
very  clearly  outlined  in  a report  issued  by  the 
Southampton  Chamber  of  Commerce  of  England 
in  the  following  words: 

“The  industrial  system  is  engaged  in  pro- 
ducing two  forms  of  products.  Consumable 
goods  which  the  community  want  and  capi- 
tal goods,  such  as  factories,  machinery,  har- 
bours, etc.,  which,  in  themselves,  the  com- 
munity do  not  want,  except  as  a means  to 
furnishing  consumable  products  more  effi- 
ciently. It  is  in  regard  to  the  latter  we 
desire  to  direct  attention. 

“Money  incomes,  which  form  the  purchas- 
ing power  of  the  community,  are  distributed 
alike  in  the  production  of  capital  goods  and 
consumable  goods.  It  has  been  demonstrated 
that  the  bulk  of  our  money  originates  as 
financial  credits,  created  and  lent  by  the 
banking  system.  It  is  also  common  knowl- 
edge that  banks  rarely  grant  loans  for  pro- 
tracted periods.  The  question  arises  as  to 
how  the  production  of  capital  goods  is 
financed,  as  it  is  quite  clear  that  this  type 
of  production  cannot  be  financed  by  compara- 
tively short  term  loans  from  banks,  for  the 
costs  in  respect  of  capital  goods  can  only  be 
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recovered  over  a period  of  time  in  deprecia- 
tion and  replacement  charges. 

“The  process  in  the  majority  of  cases  is 
not  dissimilar  in  principle  to  the  following 
illustration  which  has  been  selected  for 
clarity. 

“A  manufacturer  of  hats  possesses  no 
capital  in  actual  money,  but  has  the  title  of 
£15,000  of  Government  Securities.  He  de- 
cides to  build  a factory,  and  turn  the  under- 
taking into  a company  by  offering  shares  to 
the  public  when  the  factory  has  been  erected 
and  has  commenced  producing.  He  secures 
a loan  from  his  bank  for  £5,000  for  the  erec- 
tion of  the  factory,  and  we  will  assume  that 
the  whole  of  this  £5,000  finds  its  way  into 
the  ‘common  purchasing-power  pool’  of  the 
community,  via  wages,  salaries,  fees,  etc.  On 
completion  of  the  factory,  he  borrows  an- 
other £5,000  for  the  purchase  of  machinery. 
The  machinery  manufacturer  has  produced 
the  machinery  by  means  of  a credit-loan  from 
his  bank,  and  we  will  assume  he  has  distrib- 
uted £5,000  to  the  ‘common  purchasing- 
power  pool’  of  the  community — which  has 
been  enriched  by  £10,000  by  the  erection  of 
the  factory  and  the  production  of  the  ma- 
chinery. 

“The  manufacturer  of  hats  now  acquires 
the  machinery  and  pays  over  £5,000.  This 
enables  the  machinery  manufacturer  to  re- 
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pay  his  bank  loan,  and,  in  effect,  the  debt 
has  been  transferred  to  the  manufacturer  of 
hats.  There  is  now  in  existence  a factory 
valued  at  £10,000,  and  the  community  are  in 
possession  of  the  equivalent  amount  of 
money.  The  manufacturer  of  hats  invites 
subscriptions  to  shares  from  the  public  to 
the  amount  of  £10,000.  In  effect,  he  re- 
collects from  the  ‘common  purchasing-power 
pool’  of  the  community  the  £10,000  distrib- 
uted in  respect  of  the  factory  and  plant.  The 
bank  loan  is  repaid  and  cancelled.  There  is 
now  in  existence  a factory  costing  £10,000, 
but  no  money  corresponding  to  this  cost. 
When  the  factory  commences  production  it 
must,  of  necessity,  charge  into  prices  a pro- 
portion of  the  £10,000  representing  interest 
on  capital  and  depreciation.  The  community 
do  not  possess  the  money  to  meet  this  charge. 

“Let  us  assume  that  the  manufacturer  of 
hats,  having  got  his  first  factory  started, 
employed  the  same  £10,000  credit-loan  from 
the  bank  to  carry  out  a similar  undertaking. 
And  let  us  assume  that,  on  completion  of  the 
second,  he  embarked  on  a third  and  then  a 
fourth.  It  is  plain  that  the  same  £10,000  of 
money  has  now  been  responsible  for  the  erec- 
tion of  factories  and  machinery  costing 
£40,000.  So  depreciation  and  interest 
charges  will  be  made  on  £40,000  without  the 
community  having  the  equivalent  purchas- 
ing power  to  meet  these  costs. 
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“If  it  is  borne  in  mind  that  in  modern 
industry  there  are  several  processes,  and  at 
each  stage  capital  charges  arise  in  the  same 
manner,  it  will  be  seen  that  the  final  cost  of 
a product  will  be  heavily  loaded  in  respect 
of  these  capital  costs,  which  the  community 
will  not  be  able  to  liquidate.  As  the  factory 
and  machine  costs  attaching  to  modern  pro- 
duction are  progressively  increasing,  this 
defect  will  become  more  pronounced.” 

* Hs  * 

We  can  now  consider  the  general  operation  of 
the  monetary  system  in  relation  to  the  economy. 
Again  we  quote  from  the  Southampton  Chamber 
of  Commerce  report: 

“In  the  first  place  it  will  be  clear  that,  as 
the  bulk  of  money  originates  as  credit-loans 
from  the  commercial  banks,  practically  all 
production  must  be  financed  from  this  source. 

In  order  to  prevent  confusion,  we  have  taken 
the  distributive  trades  as  part  of  productive 
industry,  engaged  in  performing  the  last  of 
the  processes  required  in  the  cycle  of  produc- 
tion from  raw  material  to  the  marketed 
article. 

“Industry  performs  a two-fold  function. 

It  produces  goods  and  distributes  incomes  in 
the  process.  The  operation  of  the  relation 
of  the  monetary  machanism  to  production  is 
along  these  lines : 
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“(a)  Industry  mortgages  its  capital 
assets  and  secures  the  money  necessary  to 
enable  it  to  pay  wages,  salaries,  buy  raw 
material  and  meet  its  overhead  costs  in  the 
form  of  credit-loans  from  the  banking 
system. 

“(6)  In  the  process  of  producing  goods, 
it  distributes  wages,  salaries,  dividends, 
and  profits  which  filter  through  as  money 
incomes  to  the  entire  community. 

“(c)  The  goods  subsequently  come  on  the 
market  with  price  labels  attached  to  them 
to  include  all  the  costs  of  production. 

“(d)  The  community  acquire  the  goods 
in  return  for  their  money,  which  filters 
back  through  the  productive  system  for 
the  cancellation  of  the  credit-loans  origin- 
ally created  by  the  banking  system. 

“It  should  be  noted  that  under  this  pro- 
cess industry  is  forced  to  charge  into  prices 
at  least  all  its  costs  of  production,  irrespec- 
tive of  any  question  of  profit,  otherwise  it 
cannot  liquidate  its  indebtedness  to  the  bank- 
ing system.  Thus  it  will  be  seen  that  the 
creation  of  financial  credits  by  the  banks 
results  in  the  creation  of  a trail  of  costs  at- 
taching to  the  products  of  industry,  and  this 
trail  of  costs  is  created  in  the  process  of  the 
financial  credits  filtering  through  to  the  com- 
munity as  money  incomes.” 
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It  will  be  plain  that  in  order  for  industry  to 
sell  its  products  outright  to  the  consuming  public 
at  economic  prices,  the  latter  must  at  all  times 
possess  purchasing  power  in  the  aggregate  to 
equal  the  collective  prices  of  the  goods  (including 
goods  involved  in  providing  services)  on  the 
retail  market. 

Assuming  that  all  money  paid  out  in  wages, 
salaries  and  profits — i.e.,  all  incomes  disbursed  in 
the  process  of  production — were  used  to  buy  the 
goods  coming  on  the  market  and  to  meet  the  re- 
quirements of  financing  capital  production,  aggre- 
gate purchasing  power  would  be  deficient  to  the 
extent  that  prices  of  consumer  goods  were  loaded 
by  the  depreciation  charges  of  capital  goods  used 
in  their  production.  This  creates  a chronic  de-. 
ficiency;  and  because  the  progressive  process  of 
industrialization  involves  a rapid  expansion  of 
capital  goods  and  the  replacement  of  wage  earners 
by  power  driven  machinery,  the  loading  of  prices 
by  capital  costs  will  progressively  increase  in 
relation  to  “labour  costs”  thus  increasing  the 
deficiency  of  purchasing  power. 

However,  this  condition  is  aggravated  by  an- 
other factor — namely,  the  process  of  saving  for 
purposes  other  than  financing  capital  production. 
Such  savings  can  be  made  only  from  the  pool  of 
purchasing  power.  If  these  savings  are  accumu- 
lated in  savings  accounts  with  the  banks,  the  effect 
is  to  immobilize  the  equivalent  amount  of  pur- 
chasing power  and  render  goods  to  a correspond- 
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in g price  value  unsaleable  except  on  conditions 
which  create  a debt  against  future  purchasing 
power — sales  “on  time”  and  other  schemes  of 
delayed  payments. 

The  implications  of  this  deficiency  of  purchas- 
ing power  distributed  under  the  monetary  system 
will  be  examined  later. 

e. — SAVINGS 

An  essential  feature  of  the  monetary  system  is 
the  necessity  for  the  saving  of  money. 

It  has  been  shown  that  the  entire  structure  of 
capital  development — capital  in  the  sense  of  pro- 
duction of  factories,  plants,  railways,  etc.  — is 
financed  by  the  savings  and  investment  of  money 
distributed  to  individuals.  These  savings  may  be 
invested  directly  by  such  persons  buying  “shares” 
in  industry,  or  they  may  be  indirectly  invested 
through  institutions  which  collect  a large  number 
of  individual  savings  for  investment — e.g.,  insur- 
ance companies,  investment  trusts,  building 
societies  and  so  forth. 

So  far  as  the  individual  is  concerned  there  is 
not  merely  an  inducement  for  him  to  save  in  order 
that  he  may  acquire  a reserve  of  purchasing- 
power,  but  there  is  an  actual  necessity  for  him 
to  do  so  for  the  purpose  of  ensuring  security  for 
himself  and  his  dependents  in  the  future.  While 
the  individual  citizen  may  have  an  “earned  in- 
come” which  provides  him  and  his  dependents 
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with  access  to  goods  and  services,  if  he  is  forced 
to  leave  his  work  through  sickness,  or  he  is  dis- 
missed by  his  employers,  he  would  be  without 
an  income  unless  he  has  accumulated  a reserve 
of  “savings.”  Again  if  he  should  die  prematurely 
his  dependants  would  be  left  destitute  unless  by 
means  of  savings  he  has  provided  them  with  a 
reserve  either  by  means  of  investment  or  life 
insurance.  The  same  applies  to  old  age  when  a 
person  is  obliged  to  retire  from  active  work. 

There  is,  moreover,  a factor  which  makes  the 
position  of  the  individual  increasingly  precarious. 
The  sole  source  of  income — i.e.,  purchasing  power 
— under  the  economic  system  as  it  is  organized, 
is  through  wages,  salaries,  commissions,  divi- 
dends, interest  and  profits  distributed  in  the  pro- 
duction and  distribution  of  goods.  Incomes  ob- 
tained from  services  outside  this  field  are  merely 
a redistribution  of  a portion  of  the  incomes  dis- 
bursed in  the  production  and  distribution  of  goods 
— both  capital  goods  and  consumer  products  — 
and  are  included  in  the  prices  of  the  goods  which 
come  on  to  the  consumer  market.  Thus  in  the 
final  analysis  the  public  has  to  depend  upon  wages, 
salaries,  etc.,  distributed  by  productive  industry 
and  its  distributing  agencies. 

However,  the  whole  trend  in  the  sphere  of 
production  under  our  modern  industrial  system 
is  towards  the  mechanization  of  productive  pro- 
cesses, so  that  few  workers  can  produce  more 
goods  with  the  aid  of  power-driven  machinery. 
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Thus  the  trend  is  towards  the  elimination  of  hu- 
man labour  in  favour  of  machine  labour,  with  the 
result  that  the  distribution  of  incomes  by  industry 
in  a diminishing  factor  in  relation  to  its  produc- 
tive capacity.  The  constant  and  increasing  threat 
of  unemployment  renders  the  position  of  the 
individual  progressively  precarious  in  regard  to 
this  dependence  on  his  wages  or  salary.  To  the 
extent  that  he  can  do  so  he  is  literally  forced  to 
save  or  else  face  the  possibility  of  destitution  and 
dependence  on  charity  or  State  relief. 

Apart  from  the  sheer  necessity  of  saving  under 
the  system,  from  the  individual’s  point  of  view 
it  is  highly  desirable  that  he  should  be  able  to 
refrain  from  exercising  his  claim  on  current  pro- 
duction, if  he  so  wishes,  so  that  he  may  have 
access  to  goods  and  services  at  a future  date  in 
such  manner  as  he  may  choose — for  instance  as 
income  in  old  age,  as  income  for  the  education  of 
his  children,  in  the  form  of  travel,  as  capital  to 
buy  a home  and  so  forth. 

From  the  community’s  point  of  view,  under  the 
established  monetary  system  it  is  entirely  depen- 
dent upon  savings  and  investment  for  the  capital 
development  of  its  resources.  And  to  the  extent 
that  such  investments  are  equitably  diffused 
throughout  the  community,  it  is  a desirable  ar- 
rangement for  it  ensures  the  operation  of  the 
monetary  system  as  an  economic  voting  mechan- 
ism in  respect  of  capital  development  as  well  as 
production  for  the  consumer  market. 
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The  inducement  to  people  to  invest  their  sav- 
ings in  industry  is  that,  if  the  venture  is  success- 
ful, they  will  receive  “a  reward”  in  the  form  of 
dividends  for  abstaining  from  using  their  claim 
on  existing  production  in  order  to  finance  an  in- 
crease in  the  community’s  capital  wealth.  Con- 
versely if  the  venture  is  unsuccessful — in  other 
words,  if  the  capital  development  proves  to  be 
something  which  consumers  of  the  goods  produced 
do  not  want — then  it  constitutes  economic  waste, 
and  the  investors  will  lose  their  savings. 

Thus  we  find  that  “saving”  is  a beneficial 
feature  for  both  the  individual  and  the  commun- 
ity, but,  as  it  has  already  been  shown,  its  effects 
on  the  operation  of  the  monetary  system  are  dis- 
astrous. To  the  extent  that  saving  takes  place, 
the  purchasing  power  pool  of  the  people  is  de- 
pleted and  goods  become  unsaleable  except  on 
terms  which  create  a liability  against  future 
purchasing  power. 

For  example  suppose  that  one  million  dollars 
was  saved  from  current  income  to  finance  capital 
development.  That  one  million  dollars  will  be  in- 
cluded in  the  prices  of  goods  on  the  market. 
Therefore  goods  to  the  price  value  of  one  mil- 
lion dollars  will  be  unsaleable.  Suppose  one 
million  dollars  is  used  to  finance  the  building  of  a 
factory  and  suppose  (which  we  have  shown  is  not 
the  case)  the  entire  one  million  dollars  was  dis- 
tributed in  incomes,  the  goods  previously  unsale- 
able can  now  be  bought.  But  meantime  another 
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million  dollars  has  been  saved  to  build  another 
factory,  causing  a further  shortage.  The  effect 
of  this  is  exactly  the  same  as  if  the  same  one 
million  dollars  was  saved  again  to  erect  another 
factory.  And  as  the  process  is  continuous,  it  will 
be  apparent  that,  in  effect,  the  one  million  dollars 
could  be  used  over  and  over  again  to  finance  the 
erection  of,  say,  ten  factories — the  cost  of  which 
will  all  be  included  in  the  final  price  of  consum- 
able goods , but  in  respect  of  which  the  people  will 
have  no  money.  In  this  way  one  unit  of  money 
can  create  many  units  of  costs,  but  one  unit  of 
money  can  liquidate  only  one  unit  of  such  costs. 

Similarly  money  saved  and  left  on  deposit  with 
a bank  creates  a shortage  of  purchasing  power 
against  current  production,  and  because,  in  the 
aggregate,  there  is  always  a volume  of  such  sav- 
ings immobilized  as  purchasing  power  (as  one 
person  withdraws  and  spends  his  savings,  others 
replace  it  with  new  savings)  there  is  a continuous 
shortage  being  caused  thereby. 

The  conclusion  is  inescapable  that  savings  con- 
stitute an  anomoly  of  the  system  which  renders 
them  both  a desirable  and  a disastrous  feature. 
This  fact  has  far-reaching  consequences  which 
will  be  considered  later. 

f.— VELOCITY  OF  CIRCULATION 

It  is  generally  assumed  that  the  purchasing 
power  of  money  is  increased  or  decreased  by  its 
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“velocity  of  circulation.”  However,  this  theory 
will  not  bear  examination  in  the  light  of  the  facts 
regarding  the  issue  and  withdrawal  of  money 
under  the  established  system. 

For  purposes  of  analysis  the  following  simple 
illustration  of  the  velocity  of  circulation  theory 
will  suffice: 

A wage-earner  A.  uses  a $10  bill  of  his  income 
to  buy  two  pairs  of  shoes  from  a shoe  merchant 

B. ,  who  immediately  goes  into  the  adjoining  store 
and  spends  the  $10  to  purchase  some  shirts  from 

C.  ; C.  in  turn  immediately  goes  across  the  street 
to  grocer  D.  and  buys  some  provisions  costing 
$10,  grocer  D.  then  takes  the  $10  bill  across  to 
the  local  garage,  E.,  to  buy  some  gasoline  and  oil. 

The  contention  is  that  the  $10  bill  provided 
purchasing  power  to  the  extent  of  $40  during  the 
day  by  virtue  of  its  “velocity  of  circulation”  in 
enabling  $40  worth  of  goods  to  be  purchased  by 
consumers.  On  the  face  of  it  this  would  appear 
to  be  the  case,  but  on  examination  it  will  be 
found  to  be  a complete  fallacy. 

Because  all  money  issued  creates  a debt  of  the 
corresponding  amount  at  its  source  of  issue,  for 
all  practical  purposes  merchants  B.,  C.,  D.,  and 
E.  can  be  assumed  to  be  operating  on  credit  loans 
from  their  banks  with  some  “savings”  invested 
in  their  stock. 

The  proceeds  of  every  sale  they  make  can  be 
divided  into  three  parts : ( 1 ) repayment  of  a bank 
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loan  before  a new  line  of  credit  can  be  obtained 
to  replace  stock,  (2)  payment  of  operating  costs 
and  (3)  net  profit — i.e.,  personal  income  for  ser- 
vices. Suppose  that  in  each  case  B.,  C.,  D.  and 
E.  work  on  a 15%  net  profit.  From  each  pur- 
chase amounting  to  $10  they  would  be  obliged  to 
set  aside,  say,  $8.50  repayment  of  their  bank 
loans  for  replacement  of  stock  and  overhead 
costs,  and  only  $1.50  as  personal  income. 

This  is  likewise  true  of  C.  and  D.  Therefore 
by  spending  the  $10  both  of  them  created  a liabil- 
ity against  their  future  purchasing  power. 

When  A.  obtained  the  $10  in  wages  there  was 
against  it  a corresponding  cost  in  the  prices  of 
goods  coming  on  the  market.  This  liability  must 
be  kept  in  mind. 

On  buying  the  two  pairs  of  shoes  from  B.,  A. 
surrendered  his  right  to  $10  purchasing  power 
and  B.  acquired  the  right  to  $1.50  of  this,  the 
balance  going  for  the  repayment  of  his  bank  loan 
and  cancellation  of  the  money  as  shown  previous- 
ly. (If  he  was  operating  on  his  own  capital  it 
would  make  no  difference,  for  the  $8.50  would 
have  to  go  to  the  replacement  of  working  capital 
with  the  same  result.) 

If  B.  does  not  repay  his  bank  loan,  but  spends 
the  whole  $10,  he  will  have  a liability  of  $8.50 


50 


outstanding  which  will  constitute  a debt  against 
future  purchasing  power.  In  other  words  he  will 
have  to  sell  over  $50  worth  of  goods  without  get- 
ting any  portion  of  it  for  his  own  use  in  order 
to  make  good  the  deficit. 

Thus  while  it  is  true  that  in  the  example  quoted 
the  $10  bill  resulted  in  $40  worth  of  goods  reach- 
ing consumers,  there  was  created  a trail  of  debts 
against  their  future  purchasing  power  amounting 
to  $10  (the  liability  against  the  original  issue  of 
the  money)  plus  $8.50  (B.’s  undischarged  liabil- 
ity) plus  $8.50  (C.’s  undischarged  liability)  plus 
$8.50  (D.’s  undischarged  liability),  making  a 
total  of  $85.50.  Suppose  E.  now  meets  his  obliga- 
tions of  $8.50,  he  retains  $1.50  as  his  net  profit — 
i.e.  as  purchasing  power. 

It  will  be  evident  that  the  effect  is  exactly  the 
same  as  if  A.  bought  gasoline,  etc.,  from  E.,  and 
B.,  C.  and  D.  had  obtained  goods  from  each  other 
“on  time,”  pledging  their  future  purchasing 
power. 

The  so-called  “velocity  of  circulation”  did  not 
increase  purchasing  power  at  all.  The  fallacy  of 
the  theory  lies  in  the  incorrect  assumption  that 
money  “circulates,”  whereas  actually  it  is  issued 
against  production,  and  withdrawn  as  purchasing 
power  as  the  goods  are  bought  for  consumption. 
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g.— PUBLIC  FINANCE 

The  basis  of  democracy  is  that  the  people  shall 
be  the  supreme  authority,  who  decide  what  results 
they  shall  obtain  from  the  operations  of  the  in- 
stitutions which  exist  to  serve  them  and  who  must 
be  able  to  enforce  obedience  to  their  wishes.  This 
is  axiomatic. 

Because  of  the  impossibility  of  “the  people,”  as 
the  sovereign  authority,  coming  together  to  make 
decisions  on  such  matters,  the  system  of  repre- 
sentative government  has  been  evolved.  Under 
this  arrangement  the  people  in  a given  area  elect 
one  of  their  number  to  represent  them,  and  these 
come  together  as  representatives  of  the  sovereign 
electorate.  Under  the  British  Parliamentary 
system  the  people’s  sovereignty  is  exercised  by 
their  elected  representatives  in  Parliament  on 
their  behalf. 

The  extent  to  which  this  or  similar  democratic 
representative  governments  can  provide  the  pub- 
lic services  wanted  by  the  people  and  generally 
give  effect  to  “the  will  of  the  people”  depends 
upon  the  money  at  their  disposal  to  finance  such 
undertakings.  Therefore  public  finance  is  a vital 
aspect  of  democratic  organization. 

Under  the  monetary  system  in  universal  use, 
government  revenue  is  obtained  from  two  sources 
— taxation  and  borrowing. 

Taxation  is  the  term  used  to  describe  a levy 
which  is  made  upon  individual  citizens  or  corpor- 
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ate  bodies  which  requires  them  to  surrender  a por- 
tion of  their  purchasing  power  or  other  financial 
resources  to  those  operating  the  machinery  of 
government  for  the  purpose  of  financing  public 
undertakings  and  services.  This  levy  may  take 
the  form  of  a direct  tax  on  income  or  capital  re- 
sources or  it  may  be  an  “indirect  tax.”  Examples 
of  the  former  are  income  tax,  excess  profits  tax, 
corporation  tax,  and  death  duties;  examples  of 
the  latter  are  sales  tax,  luxury  tax,  import  duties, 
etc. 

The  theory  of  taxation  is  based  on  the  assump- 
tion that  total  purchasing  power  distributed 
equals  the  collective  prices  of  available  goods  for 
sale,  and  that,  therefore,  any  demands  on  such 
goods  by  persons  engaged  in  the  public  service 
can  be  provided  only  by  all  the  citizens  of  the 
country  surrendering  a portion  of  their  incomes 
for  this  purpose. 

To  the  extent  governments  are  unable  to  obtain 
the  necessary  revenue  by  means  of  taxation  they 
resort  to  borrowing.  As  a rule  such  borrowing 
is  considered  legitimate  for  the  purpose  of  financ- 
ing capital  development  such  as  the  construction 
of  railways  and  roads ; providing  telephone  lines, 
erecting  buildings  and  so  forth.  The  theory  of 
Governments  borrowing  for  such  purposes  is  that 
as  capital  development  of  such  a nature  is  author- 
ized by  the  representatives  of  the  sovereign  auth- 
ority it  should  take  precedence  over  other  capital 
development,  and  therefore  it  is  legitimate  for 
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governments  to  compete  with  industry  for  the 
use  of  savings  for  the  purpose. 

The  procedure  generally  adopted  by  govern- 
ments in  using  the  method  of  borrowing  to  obtain 
revenue  is  to  issue  “bonds”  for  certain  periods  at 
fixed  interest  rates,  provision  being  made  out  of 
revenue  over  a period  of  time  for  the  repayment 
of  the  bonds  at  their  maturity.  This  entails  an 
annual  charge  against  revenue  in  respect  of  both 
interest  and  repayment  of  principal. 

Thus,  on  analysis,  it  is  evident  that  all  govern- 
ment borrowing  is  merely  deferred  taxation. 

% 

Governments  being  dependent  upon  revenue 
for  carrying  out  public  services,  plainly  the  ex- 
tent to  which  any  government  can  provide  the 
services  which  the  people  (the  sovereign  authority 
in  a democracy)  want  depends  upon  the  volume 
of  its  revenue,  which,  in  turn,  is  governed  by 
the  taxes  and  loans  it  can  obtain.  The  amount 
which  can  be  obtained  through  taxation  and  bor- 
rowing is  limited  by  the  volume  of  money,  and, 
therefore,  ultimate  control  of  government  services 
resides  in  the  control  of  the  issue  of  money. 

There  are  two  sources  from  which  governments 
can  borrow  money,  the  results  on  the  economy 
are  entirely  different  according  to  which  of  these 
two  sources  is  used. 

If  bonds  are  purchased  by  the  general  public, 
then,  generaly  speaking,  the  government  obtains 
money  which  has  already  been  issued  by  the  banks 
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and  has  reached  people  as  purchasing  power  via 
wages,  salaries,  etc.  In  other  words  the  money 
comes  out  of  the  general  purchasing  power  pool 
of  the  public. 

There  are,  however,  two  exceptions  to  this. 
(1)  If  an  individual  buys  government  bonds 
(lends  money  to  a government)  with  money  bor- 
rowed from  a bank,  the  effect  is  the  same  as  if 
the  bank  made  the  loan — a process  which  is  con- 
sidered below.  (2)  If  a firm  buys  government 
bonds  with  the  proceeds  of  money  recoverable 
from  the  public  through  the  prices  of  its  products 
(e.g.,  reserves  against  depreciation)  then  it 
creates  a double  liability  against  the  future  pur- 
chasing power  of  the  public — first  the  liability 
included  in  the  price  of  its  products,  and  secondly 
the  liability  incurred  by  the  government. 

In  contrast,  when  a bank  buys  bonds,  the  total 
amount  of  money  in  existence  is  increased.  As 
has  been  shown  previously  a bank  merely  writes 
a cheque  on  itself  in  exchange  for  the  bond.  This 
goes  to  the  credit  of  the  government’s  banking 
account  as  a clear  addition  to  the  money  previous- 
ly in  existence.  Nobody  else’s  deposits  are  de- 
pleted by  the  transaction. 

It  will  be  plain  from  the  foregoing  brief  review 
of  the  system  of  public  finance  that: 

(1)  A democratic  government,  acting  for  the 
constitutionally  sovereign  people,  is  limited  in 
what  it  can  do  by  the  revenue  it  obtains  from  taxa- 
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tion  and  borrowing,  which  is,  in  the  final  analysis, 
dependent  upon  monetary  policy.  Any  restric- 
tion of  money  supply  by  the  action  of  the  Central 
Bank  or  the  private  commercial  banks,  automatic- 
ally restricts  a government’s  ability  to  obtain 
revenue.  Thus  in  practice  democratic  govern- 
ments can  exercise  sovereign  power  only  within 
the  limitations  imposed  by  those  controlling  mone- 
tary policy.  Where  such  control  is  exercised  by 
private  interests  it  is,  of  course,  within  the  con- 
stitutional authority  of  any  democratic  govern- 
ment to  take  over  this  essential  sovereign  power. 

(2)  During  times  of  stress  the  private  bank- 
ing institutions  can  exercise  considerable  influence 
on  governments  by  refusing  to  support  govern- 
ment borrowings. 

“Whoever  may  be  the  indiscreet  minister 
who  revives  the  ‘money-trust’  bogey  at  a 
moment  when  the  government  (Mr.  Lloyd 
George’s  Cabinet,  1921)  had  most  need  to 
be  polite  to  the  banks,  should  be  put  through 
an  elementary  course  of  instruction  in  fact 
as  well  as  in  manners.  Does  he,  and  do  his 
colleagues  realise  that  ‘half  a dozen  men’  at 
the  top  of  the  five  big  banks  could  upset  the 
whole  fabric  of  Government  finance  by  re- 
fraining from  renewing  Treasury  Bills?” 

— “ Financial  Times  ” 26th  Sept.  1921. 

(3)  Money  taxed  or  borrowed  from  the  public 
until  redistributed  through  public  services  de- 
pletes the  already  inadequate  purchasing  power 
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available  to  buy  the  total  goods  and  services. 
In  this  respect  the  basis  for  the  theory  of  taxation 
— namely,  that  it  is  necessary  in  order  to  divert 
a portion  of  an  adequate  supply  of  purchasing 
power  to  public  servants — is  fallacious  as  it  has 
been  shown  already. 

(4)  Money  borrowed  from  the  banks,  being 
new  money,  increases  the  public’s  money  supply 
to  the  extent  it  is  paid  out  in  incomes  for  public 
services. 

(5)  Money  taxed  or  borrowed  from  the  public 
to  repay  loans  from  the  bank  not  only  decreases 
purchasing  power,  but  decreases  the  total  volume 
of  money  to  a corresponding  amount.  (Repay- 
ment of  bank  loans  deplete  deposits  correspond- 
ingly.) 


* * * 

7.  PRELIMINARY  SUMMARY  OF 
CONCLUSIONS 

1.  The  operation  of  the  financial  system  does 
not  conform  to  the  basic  requirements  of  demo- 
cratic organization: 

( a ) The  people,  as  the  sovereign  authority,  have 
not  controlled  monetary  policy. 

( b ) Control  of  the  entire  financial  system  is 
vested  in  a virtual  monopoly,  for  the  most 
part  consisting  of  private  institutions  exer- 
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cising  very  wide  powers  including  the  sov- 
ereign power  of  issuing  and  withdrawing 
money,  with  ultimate  control  not  located 
even  within  the  nation. 

(c)  This  control  over  the  entire  financial  system 
automatically  carries  with  it  control  over 
every  aspect  of  economic  activity  and  ren- 
ders even  governments  subservient  to  it. 
Democracy  in  any  real  sense  is  thus  render- 
ered  inoperative,  and  for  all  practical  pur- 
poses the  actual  power  of  government  has 
been  transferred  to  those  controlling  mone- 
tary policy. 

2.  The  monetary  system  is  restrictive  and 
automatically  generates  a chronic  shortage  of 
purchasing  power,  with  results  that  are  likely  to 
prove  destructive  of  the  entire  fabric  of  organ- 
ized social  life: 

(a)  The  incomes  distributed  in  the  production 
of  goods  and  subsequently  available  as  pur- 
chasing power  are  insufficient  to  meet  the 
prices  of  such  goods  as  they  come  on  the 
market. 

( b ) This  defect  tends  to  increase  as  industrial- 
ization progresses. 

(c)  The  resulting  restriction  of  production 
caused  through  the  inability  of  producers 
to  sell  their  products,  is  aggravated  by  the 
fact  that  while  industrial  policy  is  directed 
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towards  the  progressive  elimination  of 
human  labour  from  productive  processes, 
financial  policy  requires  the  application  of 
human  labour  in  the  economic  Sphere  as  a 
condition  for  obtaining  an  income — i.e.,  ob- 
taining a claim  on  goods  or  services. 

3.  “Poverty  amidst  plenty,”  mass  unemploy- 
ment, increasing  debt  and  taxation,  industrial  and 
trade  stagnation,  bitter  commercial  rivalry,  social 
unrest  and  international  strife  are  the  inevitable 
results  of  such  a system : 

(a)  Improvements  in  industrial  processes  of 
production  automatically  lead  to  a reduc- 
tion in  purchasing  power  in  relation  to  the 
prices  of  the  goods  produced.  Thus  instead 
of  increased  security  with  more  leisure  for 
all  resulting  from  increased  productive 
capacity  with  a decrease  in  manpower  re- 
quirements, greater  insecurity  and  mass  un- 
employment result. 

( b ) Under  the  pressure  of  having  to  sell  their 
goods  in  a market  inadequately  equipped 
with  purchasing  power,  manufacturers  and 
merchants  are  obliged  to  extend  credit  (i.e., 
debt) , sell  on  time  and  resort  to  various  de- 
vices to  get  rid  of  their  goods  in  return  for 
claims  on  future  purchasing  power.  This 
merely  pushes  the  problem  into  the  future 
and  progressively  aggravates  the  situation: 
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( c ) As  these  effects  on  the  economy  become  in- 
creasingly acute,  governments  are  driven  to 
expand  social  services.  Unable  to  get  the 
necessary  revenue  from  taxation  they  are 
forced  to  resort  to  borrowing,  which  in- 
creases their  future  liabilities,  necessitating 
an  ever  growing  debt  structure  to  be  main- 
tained by  increasing  taxation  and  borrow- 
ing. 

(d)  Primary  producers  and  manufacturers  are 
driven  to  bitter  cut-throat  competition  in  a 
home  market  inadequately  equipped  with 
purchasing  power.  As  trade  decreases  and 
goods  cannot  be  sold  in  the  home  market 
they  are  driven  to  seek  external  markets. 
However,  as  the  same  conditions  exist  in  all 
countries  operating  on  the  same  ‘system,  bit- 
ter rivalry  for  markets  develops  as  every 
nation’s  producers  attempt  to  “blast  their 
way”  into  each  other’s  home  markets.  In- 
ternal social  unrest  and  international  fric- 
tion leading  to  war  must  be  inevitable  re- 
sults of  these  conditions. 

4.  Periodic  trade  depressions — virtually  a 
partial  collapse  of  the  economic  structure  — of 
increasing  frequency  and  intensity  will  be  the 
outcome  of  the  foregoing  defects  in  the  monetary 
system. 
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PART  III. 

THE  CANADIAN  MONETARY  SYSTEM 

1.  HISTORICAL  SUMMARY 
(From  the  Canada  Year  Book,  1938) 

a. — The  Development  of  Currency  in  New 
France 

So  long  as  trade  remained  in  the  hands  of  a few 
private  traders,  barter  was  the  rule.  Beads  and 
other  trinkets  which  appealed  to  the  Indians, 
blankets  and  other  useful  articles,  were  traded 
directly  for  furs.  With  the  further  development 
of  the  colony  during  the  French  regime,  while 
barter  still  remained,  the  growing  complexity  of 
social  organization  and  trade  emphasized  the  need 
for  a convenient  monetary  unit,  which  was  met 
by  the  adoption  of  French  currency,  but,  in  order 
to  retain  in  the  colony  the  gold  and  silver  coin 
which  arrived  there,  it  was  ‘over-rated’  to  the  ex- 
tent of  about  one-third  of  its  value  in  France. 
Thus  there  was  a dual  valuation  of  the  same  coin- 
age, officially  recognized  as  ‘money  of  France’  and 
‘money  of  the  country.’  Copper  coins  were  given 
an  even  higher  over-rating.  Nevertheless,  money 
remained  very  scarce  and  at  one  time  wheat  at 
current  market  rates  was  made  legal  tender  in 
spite  of  the  difficulties  and  hindrances  to  trade 
inherent  in  fluctuating  values.  The  illicit  fur 
traffic  with  English  fur  traders  resulted  in  the 
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introduction  of  Spanish  silver  dollars  as  well  as 
various  worn  and  mutilated  coins  to  help  fill  the 
need.  In  1681  foreign  coin  was  officially  recog- 
nized but  it  was  stipulated  by  ordinance  that  it 
should  pass  by  weight ; it  was  given  the  one-third 
increase  in  value  which  custom  had  established 
for  French  currency. 

One  of  the  earliest  forms  of  fiat  paper  money 
in  the  western  world  was  introduced  into  New 
France  in  1685.  This  ‘card  money’  as  it  was 
termed,  was  not  introduced  primarily  to  meet  the 
lack  of  circulating  media  (although,  incidentally, 
it  did  relieve  the  prevailing  scarcity)  so  much  as 
an  official  expedient  to  meet  the  pay  of  soldiers 
until  the  annual  Royal  supplies  were  forthcoming. 
The  first  issue  was  backed  by  such  annual  supplies 
and  was  duly  redeemed  when  the  supplies  arrived, 
but  five  years  later  another  issue  was  made  with- 
out such  backing.  This  was  the  beginning  of  an 
inflationary  move.  By  1713,  the  amount  of  such 
unbacked  currency  outstanding  was  such  as  to 
reduce  trade  to  a chaotic  condition  and  confidence 
was  seriously  undermined.  Later,  card  money  was 
again  resorted  to,  but  on  a sounder  basis.  The 
expanding  needs  of  the  Treasury,  however,  un- 
fortunately brought  about  the  introduction  and 
unlimited  use  of  ordonnances  and  billets  which 
quickly  undermined  the  financial  structure  again, 
and  at  the  time  of  the  cession,  the  total  amount  of 
paper  money  outstanding  was  estimated  at  80 
million  livres.  It  was  because  none  of  this  paper 
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money  in  its  later  issues  was  paid  in  full,  and 
much  of  it  was  not  redeemed  in  any  manner,  that 
the  people  of  Old  Canada  resisted  so  firmly  the 
efforts  made  in  1792,  1897  and  1808  to  establish 
banks  of  issue  under  the  authority  of  Parliament. 

In  1721  the  first  effort  was  made  to  establish 
a special  currency  for  the  colony,  but  this  was 
limited  to  copper  coins  and  was  not  successful. 

b. — The  British  Period  to  Confederation 

The  period  of  military  occupation  (1759-1763) 
was  marked  by  conditions  of  chaos  in  the  matter 
of  currency,  but  with  the  revival  of  the  business 
activity  of  Montreal  and  Quebec  with  Nova  Scotia 
and  Massachusetts  the  currency  standards  of  the 
latter  were  adopted  and  the  Spanish  dollar  again 
made  its  appearance.  It  became  the  medium  by 
which  exchanges  were  balanced  with  Britain. 
Normally,  the  Spanish  dollar  was  valued  at  4s.  6d. 
sterling,  but  the  tendency  was  to  over-value  it  and 
in  colonial  ratings  it  varied  between  4s.  6d.  to 
as  much  as  7s.  or  8s.  In  Nova  Scotia,  for  instance, 
the  customary  rating  for  the  Spanish  dollar  was 
5s.,  while  in  New  York  colony  it  was  7s.,  6d.  to  8s. 
Corresponding  margins  of  value  prevailed  in  re- 
gard to  other  coins  in  the  different  colonies.  The 
former  of  these  two  standard  ratings,  known  as 
the  Halifax  currency,  was  accepted  by  Quebec, 
and  Montreal  adopted  the  latter,  known  as  the 
York  currency.  Of  course,  there  was  much  con- 
fusion and  hindrance  to  trade  between  Montreal 
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and  Quebec  as  a result  of  the  adoption  of  the  dual 
standard. 

In  order  to  iron  out  the  difficulties,  Governor 
Murray  passed  an  ordinance  which  established  an 
official  rating  for  the  Province  of  Canada.  The 
Spanish  dollar  was  rated  at  6s.,  the  French  crown 
at  6s.  Oi/^d.,  and  the  British  shilling  at  Is.  4d.  The 
custom  of  cutting  up  larger  coins  to  make  small 
change,  which  had  grown  up  in  the  past,  was  pro- 
hibited. To  meet  such  urgent  needs  for  small 
coin,  the  merchants  themselves  issued  bills  due 
or  ‘bons’  good  at  their  face  value  for  merchandise. 
Such  ‘bons’  were  the  true  forerunners  of  the  bank 
note.  The  ratings  given  by  Governor  Murray 
were  a compromise  which  was  not  permanently 
acceptable  and  proved  unsatisfactory. 

After  the  outbreak  of  the  American  Revolution 
in  1775,  Quebec  influences  prevailed  and  Halifax 
currency  became  standard,  although  the  use  of 
York  currency  persisted  in  Upper  Canada  (where 
the  United  Empire  Loyalists  supported  its  use) 
until  1821,  when  it  was  deprived  of  legal  recogni- 
tion by  an  Act  of  Upper  Canada. 

In  order  to  pay  the  expenses  of  the  War  of  1812, 
army  bills  issued  against  the  credit  of  the  United 
Kingdom  were  circulated.  These,  in  the  main, 
bore  interest  and  were  convertible  into  bills  of 
exchange  on  the  United  Kingdom;  they  were  re- 
deemed within  the  ensuing  four  or  five  years. 
These  army  bill  issues  tended  to  renew  confidence 
in  paper  money  and  familiarize  the  people  with 
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its  use,  thus  paving  the  way  for  the  note  issues 
of  the  early  banks  after  1817.  These  first  banks 
were  created  in  Lower  Canada,  at  first  as  private 
corporations  but  obtained  charters  a few  years 
later.  The  charters  granted  to  the  early  banks  in 
Lower  Canada  are  the  foundations  upon  which 
subsequent  improvements  have  been  built. 

In  the  early  days  of  banking,  one  of  the  chief 
functions  of  banks  was  to  issue  promissory  notes 
payable  to  the  bearer  on  demand ; where  the  banks’ 
credit  was  good,  these  notes  passed  freely  from 
hand  to  hand,  and  were  the  chief  circulating  media 
in  the  Canadas.  In  some  cases  bank  notes  were 
preferred  to  those  issued  by  the  colonial  govern- 
ments. 

The  Bank  of  Montreal  began  business  towards 
the  end  of  1817  as  a private  institution.  In  the 
following  year  the  Quebec  Bank  was  established 
as  well  as  the  Bank  of  Canada  at  Montreal.  These 
three  lower  Canada  institutions  obtained  their 
charters  in  1822.  In  Upper  Canada  the  Bank  of 
Upper  Canada  was  established  at  Kingston  in 
1818,  but  the  first  bank  to  receive  a charter  was 
the  second  Bank  of  Upper  Canada  established  at 
York  (Toronto)  in  1821.  In  Nova  Scotia,  unsuc- 
cessful efforts  were  made  as  early  as  1801  to  form 
banks,  and  in  1812  the  Government  began  to  issue 
treasury  notes  not  bearing  interest  and  re-issuable 
sometimes  redeemable  and  sometimes  not.  This 
policy  was  continued  down  to  Confederation.  It 
Seems  to  be  in  part  because  of  these  treasury  issues 
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of  notes  that  no  bank  was  started  in  Nova  Scotia 
before  1825,  when  the  Halifax  Banking  Company 
(private)  commenced  business.  The  Bank  of 
Nova  Scotia  received  a regular  charter  in  1832. 
A bank,  the  Bank  of  New  Brunswick,  was  incor- 
porated in  New  Brunswick  in  1820. 

Before  the  union  of  the  two  Canadas,  the  privi- 
lege of  issuing  paper  money  had  been  enjoyed  al- 
most entirely  by  the  banks  alone.  Lord  Sydenham 
now  proposed  a Provincial  bank  of  issue  with  the 
chartered  banks  gradually  relinquishing  the  right 
to  note  issue,  and  Hincks,*  a young  financier  of 
promise,  became  chairman  of  the  Joint  Committee 
on  Currency  and  Banking  established  in  1841. 
This  Committee  supported  the  Provincial  Bank 
idea  in  principle.  The  chartered  banks,  of  course, 
opposed  it,  and  the  bill  was  ultimately  defeated, 
but  the  principle  reappeared  in  subsequent  mea- 
sures and  ultimately  became  the  basis  of  the 
Dominion  note  issues.  Lord  Sydenham  and 
Hincks  did  much,  nevertheless,  to  strengthen  and 
control  the  banking  system. 

A period  of  crisis  in  1848-49  forced  the  adoption 
of  a policy  which  led  to  the  withdrawal  from  the 
banks  of  the  right  to  issue  notes  of  lower  denom- 
inations than  five  dollars.  The  Government  also 
now  issued  provincial  debentures  to  the  amount 
of  one  million  dollars  payable  on  demand.  They 

* Later,  as  Sir  Francis  Hincks,  he  was  Dominion  Min- 
ister of  Finance  (1869-73).  His  influence  on  the  develop- 
ment of  Canadian  banking  was  very  marked  until  his 
death  in  1885. 
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were  made  acceptable  in  all  payments  due  the 
Government  and  were  re-issuable.  This  is  often 
regarded  as  the  introduction  of  government  paper 
into  the  currency  system  of  the  country,  although 
as  already  noted,  Nova  Scotia  had  issued  govern- 
ment paper  in  1812.  Its  success  led  to  the  revival 
of  the  project  for  a provincial  bank  of  issue  and 
in  1850  the  Free  Banking  Act,  designed  to  restrict 
note  issue  privileges  and  so  reduce  the  number  of 
different  media  of  exchange,  was  passed,  but  the 
chartered  banks  would  not  agree  to  avail  them- 
selves of  its  provisions,  nor  were  conditions  in 
Canada  altogether  ripe  for  a change  from  the 
elastic  system  of  note  issue  which  had  now  become 
established  in  spite  of  the  fact  that,  from  the  point 
of  view  of  the  note-holding  public,  the  proposed 
system  would  have  been  safer. 

Between  1840  and  1867  the  problem  of  estab- 
lishing a uniform  metallic  currency  standard  for 
united  Canada  was  also  dealt  with.  The  majority 
of  Canadians  strongly  favoured  the  United  States 
decimal  system  and  Hincks  declared  in  its  favour. 
Authorities  in  the  United  Kingdom,  on  the  other 
hand,  pressed  for  the  sterling  system.  In  1853 
and  in  1858  the  decimal  system  was  adopted  in  the 
Canadas,  and  thus  duplication  of  sterling  and 
decimal  systems  was  removed  and  the  Canadian 
dollar,  equivalent  to  the  United  States  dollar,  was 
established  with  the  sovereign  as  legal  tender. 
After  1860,  the  official  accounts  in  Nova  Scotia  and 
New  Brunswick  were  kept  according  to  the  deci- 
mal system. 
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c. — The  Development  of  Currency  and 
Banking  After  Confederation 

i.  Currency  Acts.  At  Confederation,  juris- 
diction over  currency  passed  to  the  Dominion 
Government.  By  the  Uniform  Currency  Act  of 
1871  (34  Viet.,  c.  4),  the  decimal  currency  was 
extended  throughout  the  Dominion;  the  British 
sovereign,  rated  at  $4.86  2/3,  became  the  standard 
coin  and  the  United  States  eagle  was  made  legal 
tender  for  $10,  while  authority  was  given  to  coin 
a Canadian  $5  gold  piece.  No  Canadian  gold  coin- 
age was  issued,  however,  prior  to  the  establish- 
ment of  the  Canadian  branch  of  the  Royal  Mint 
in  1908,  the  first  coins  struck  being  sovereigns 
similar  to  those  of  the  United  Kingdom,  but  with 
a small  “C”  identifying  them  as  having  been 
coined  in  Canada.  In  May,  1912,  the  first  Cana- 
dian $10  and  $5  gold  pieces  were  struck,  but  the 
Canadian  gold  coinage  has  so  far  been  limited  in 
amount,  since  Canadians  have  generally  preferred 
Dominion  notes  to  gold  for  use  within  the  country, 
and,  when  gold  is  needed  for  export,  bullion  or 
British  and  United  States  gold  coin  serve  the 
purpose  equally  well. 

The  currency  system  established  by  this  Act 
was  very  little  changed  until  the  Currency  Act  of 
1910  which  made  the  standard  a fixed  weight  of 
fine  gold  instead  of  the  British  sovereign,  the 
latter  becoming  legal  tender. 

In  respect  to  paper  currency,  the  provisions  of 
the  Provincial  Note  Act  of  1866  were  extended  to 
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the  new  Dominion  in  1868,  and  ‘Dominion’  notes 
came  into  being.  After  1870  such  notes  could  be 
issued  to  the  amount  of  $9,000,000  against  a 20 
p.c.  specie  reserve  ($2,000,000  reserve  was  re- 
quired for  the  entire  $9,000,000)  and  notes  in 
excess  of  this  were  to  have  100  p.c.  specie  reserve. 
Dominion  notes  which  were  legal  tender  were  in 
circulation  side  by  side  with  bank-note  issues 
which  were  not  legal  tender.  In  1880  the  basis  of 
the  present  system  was  definitely  established. 

ii.  The  Bank  Act.  After  tentative  legisla- 
tion in  1867,  the  Bank  Act  of  1870  provided  that 
new  banks  must  have  a minimum  paid-up  capital 
of  $200,000 ; at  least  20  p.c.  of  the  subscribed  capi- 
tal had  to  be  paid  up  in  each  year  after  the  com- 
mencement of  business.  A proposal  to  limit  the 
liabilities  of  banks  in  relation  to  capital  and  specie 
and  Government  debenture  holdings  was  not 
translated  into  legislation.  Bank  notes  in  circu- 
lation were  not  to  exceed  the  amount  of  paid-up 
capital.  The  right  to  issue  notes  under  $4  was 
withdrawn,  largely  in  consideration  of  the  aboli- 
tion of  the  tax  of  1 p.c.  on  note  circulation.  If 
possible  up  to  50  p.c.,  but  in  no  case  less  than  one- 
third,  of  a bank’s  cash  reserves  were  to  be  held 
in  Dominion  notes.  Dividends  were  limited  to  8 
p.c.  until  or  unless  the  bank’s  reserve  fund  was 
the  equivalent  of  20  p.c.  of  its  paid-up  capital. 
In  case  of  the  failure  of  a bank,  double  liability 
of  shareholders  became  enforceable  without  wait- 
ing for  the  realization  of  the  bank’s  general  assets. 
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Banks  were  required  to  transmit  certified  lists  of 
shareholders  annually,  to  be  laid  before  Parlia- 
ment. Any  existing  bank  was  permitted,  on  the 
authority  of  the  shareholders,  to  apply  for  an  ex- 
tension of  its  charter,  and  the  Governor  in  Council, 
upon  the  recommendation  of  the  Minister  of  Jus- 
tice and  the  Treasury  Board,  was  empowered  to 
extend  such  charter  to  1881.  Any  suspension  by 
a bank  of  payment  of  its  liabilities  for  a period  of 
90  days  would  constitute  insolvency,  and  operate 
as  a forefeiture  of  its  charter. 

In  1871,  the  first  comprehensive  Banking  Act 
of  the  Dominion  was  passed.  A large  part  of  the 
statute  was  devoted  to  the  re-enactment  and  con- 
solidation of  legislation  already  in  force,  although 
the  measure  of  1870  contained  the  main  features 
of  the  Government’s  policy.  The  procedure  rela- 
tive to  extension  of  charters  laid  down  in  the  pre- 
ceding year  was  superseded  by  this  Act,  which 
became  the  charter  of  the  banks  until  July  1,  1881, 
that  date  being  set  in  contemplation  of  regular 
decennial  revisions.  No  new  bank  was  permitted 
to  commence  business  with  less  than  $500,000 
capital  bona  fide  subscribed  and  $100,000  similarly 
paid  up,  with  the  further  proviso  that  at  least 
$200,000  must  be  paid  up  within  two  years  after 
commencement  of  business.  The  sections  respect- 
ing loans  against  warehouse  receipts,  etc.,  were 
thoroughly  revised  and  difficulties  of  procedure 
removed.  Banks  were  permitted  to  take  security 
on  commodities  in  store  pending  marketing,  and 
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also  while  undergoing  conversion  from  the  raw  to 
the  finished  state.  Advances  were  allowed  upon 
security  of  shares  of  other  banks.  It  was  provided 
that  the  rate  of  interest  or  discount  charged  by  a 
bank  should  not  exceed  7 p.c.  and  that  no  higher 
rate  should  be  recoverable.  Monthly  returns  of 
assets  and  liabilities  were  required.  Certain  tech- 
nical amendments  were  made  to  the  Bank  Act  in 
1872,  1873,  and  1875.  In  1879  the  power  to  lend 
upon  the  security  of  shares  of  other  banks  was 
repealed. 

At  the  first  general  revision  of  the  Bank  Act  in 
1880  (effective  1881),  a note  holder  was  definitely 
recognized  as  a preferred  creditor,  claims  of  the 
Dominion  and  Provincial  Governments,  respec- 
tively, ranking  next  in  order  of  preference.  Banks 
were  prohibited  from  issuing  notes  under  $5, 
higher  denominations  to  be  multiples  of  this  sum. 
Dominion  notes  were  now  to  constitute  not  less 
than  40  p.c.  of  the  bank’s  cash  reserves.  Monthly 
returns  of  a more  detailed  character  were  to  be 
made.  The  Act  was  amended  in  1883  to  enforce 
more  effectively  the  prohibitions,  restrictions,  and 
duties  already  imposed  upon  the  banks.  The  use 
of  certain  titles  by  private  bankers  not  operating 
under  the  provisions  of  the  Act  was  prohibited. 

At  the  revision  of  1890  (effective  1891),  it  was 
stipulated  that  not  less  than  $250,000  capital  must 
be  paid  up  before  a certificate  permitting  a bank 
to  commence  business  could  be  issued  by  the 
Treasury  Board.  A period  of  one  year  from  the 
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date  of  the  charter  was  allowed  for  the  payment 
of  the  capital  and  the  carrying  out  of  other  pre- 
liminaries. Dividends  were  not  to  exceed  8 p.c. 
until  or  unless  the  reserve  fund  was  the  equivalent 
of  30  p.c.  of  the  paid-up  capital.  A fund  known 
as  the  “Bank  Note  Circulation  Redemption  Fund” 
was  established,  consisting  of  deposits  made  by 
the  banks  with  the  Minister  of  Finance  of  amounts 
equal  to  5 p.c.  of  their  average  note  circulation, 
such  deposits  to  be  subject  to  adjustment  annually, 
and  to  constitute  a guarantee  of  the  payment  of 
all  notes  of  a suspended  bank  with  interest  at  6 
p.c.  from  the  date  of  suspension  until  the  date 
when  their  redemption  was  undertaken  by  the 
liquidator.  Failing  action  by  the  liquidator  with- 
in two  months,  the  Minister  of  Finance  was  auth- 
orized to  redeem  the  notes  out  of  the  fund,  and 
such  outlay,  if  not  made  good  out  of  the  assets 
of  the  failed  bank,  was  to  be  re-imbursed  by  the 
contributing  banks  pro  rata  to  their  contributions. 
Another  major  change  gave  the  banks,  in  certain 
classes  of  loans,  the  same  legal  power  to  take 
security  over  the  borrowers’  goods  as  had  pre- 
viously been  granted  by  warehouse  receipts.  This 
enactment  served  to  make  general  and  more  clear 
principles  already  recognized  by  previous  legisla- 
tion and  practice.  Directors’  qualifications  were 
set  out  more  clearly  and  it  was  now  provided  that 
a majority  only  of  directors,  instead  of  all,  need 
be  British  subjects.  Penalties  for  excess  note  cir- 
culation were  made  more  severe. 
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The  revision  of  1900  (effective  1901)  recognized 
the  Canadian  Bankers’  Association  as  an  agency 
in  the  supervision  and  control  of  certain  activities 
of  the  banks.  It  was  charged,  under  the  Treasury 
Board,  with  the  responsibility  of  supervising  the 
printing  and  distribution  of  notes  to  the  banks 
and  their  issue  and  destruction ; also  with  control 
over  clearing  houses  and  the  appointment  of  cura- 
tors to  supervise  the  affairs  of  suspended  banks. 
The  amended  Act  also  included  provisions  permit- 
ting one  bank  to  sell  its  assets  to  another.  More 
detailed  monthly  returns  were  required  and  the 
interest  on  notes  of  failed  banks  was  reduced  from 
6 p.c.  to  5 p.c.  In  1908,  after  the  financial  crisis 
of  1907,  provision  was  made  for  emergency  circu- 
lation during  the  crop-moving  season  from  Octo- 
ber to  January,  when  banks  were  allowed  to  issue 
excess  circulation  up  to  15  p.c.  of  their  combined 
paid-up  capital  and  rest  or  reserve  funds,  this 
emergency  circulation  to  be  taxed  at  a rate  not 
exceeding  5 p.c.  per  annum.  In  1912,  the  period 
was  extended  to  the  six  months  from  September 
to  February,  inclusive. 

At  the  fourth  revision  of  the  Bank  Act  in  1913 
provision  was  made  for  an  audit  of  each  bank’s 
affairs  by  auditors  appointed  by  the  shareholders. 
There  was  also  provision  for  the  establishment  of 
Central  Gold  Reserves  in  which  banks  might  de- 
posit gold  or  Dominion  notes  for  the  purpose  of 
issuing  additional  notes  of  their  own  there- 
against.  Annual  reports  to  the  Minister  of  the 
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fair  market  value  of  real  and  immovable  property 
held  by  the  banks  for  their  own  use  were  required. 
Banks  were  empowered  to  lend  to  farmers  upon 
security  of  their  threshed  grain.  As  a war  meas- 
ure the  provision  for  emergency  circulation  was 
extended  in  1914  to  cover  the  whole  year  and  banks 
were  further  authorized  to  make  payments  in  their 
own  notes  instead  of  in  gold  or  Dominion  notes. 

The  fifth  revision  of  1923  resulted  in  numerous 
important  changes.  The  qualifications  of  pro- 
visional directors  were  re-defined,  while  provision 
was  made  for  keeping  records  of  attendance  at 
directors’  meetings  and  bringing  them  to  the 
notice  of  shareholders.  Annual  and  monthly 
statements  were  given  further  attention  and  more 
complete  returns  required,  including  statements 
of  controlled  companies  in  the  names  of  which 
any  part  of  a bank’s  operations  were  carried  on. 
Other  or  special  returns  were  to  be  made  if  called 
for  by  the  Minister.  Two  auditors  were  now  to 
be  appointed  by  the  shareholders  instead  of  one, 
and  the  qualifications,  duties,  and  responsibilities 
of  auditors  were  more  clearly  defined.  The  per- 
sonal liability  of  directors  in  case  of  distribution 
of  profits  in  excess  of  legal  limits  was  also  more 
definitely  expressed.  Regulations  regarding  loans 
were  amended  and  advances  to  any  officer  or  clerk 
of  a bank  could  not,  in  any  circumstances,  exceed 
$10,000.  Registration  of  security  for  loans  under 
Sec.  88  was  provided  for.  It  became  necessary 
for  guarantee  and  pension  funds  to  be  invested 
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in  trustee  securities.  The  punishment  of  direct- 
ors and  other  bank  officials  for  making  false 
statements  of  a bank’s  position  was  provided  for 
in  sec.  153.  In  1924j  as  a result  of  the  failure  of 
the  Home  Bank  of  Canada,  provision  was  made 
for  periodical  examination  of  the  chartered  banks 
by  an  Inspector-General  of  Banks,  who  was  to  be 
an  officer  of  the  Department  of  Finance. 

The  sixth  revision  of  the  Bank  Act  was  post- 
poned from  1933  to  1934,  for  adaptation  to  the 
establishment  of  the  new  Bank  of  Canada,  and 
most  of  the  alterations  outlined  the  relations  of 
the  chartered  banks  with  the  Bank  of  Canada; 
(these  are  given  on  pp.  906-907  in  the  resume 
of  the  legislation  under  which  the  Bank  of  Canada 
was  set  up.) 

Hi.  Early  Development  of  Central  Bank 
Institutions 

As  above  noted,  certain  features  of  a central 
banking  system  had  become  evident  before  the 
establishment  of  the  Bank  of  Canada,  and  pro- 
vided more  centralized  control  and  flexibility  of 
cash  reserves.  In  chronological  order  with  their 
origins  these  are  again  summarized  here : 

1.  Central  Note  Issue — permanently  estab- 
lished with  the  issue  of  Dominion  notes  under 
legislation  of  1868. 

2.  The  Canadian  Bankers’  Association — 
established  in  1900,  and  designed  to  effect  greater 
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co-operation  among  the  banks  in  the  issue  of  notes, 
in  credit  control,  and  in  various  aspects  of  bank 
activities. 

3.  The  Central  Gold  Reserves — Established 
by  the  Bank  Act  of  1913. 

4,  Re-discount  Facilities — Although  origin- 
ated as  a war  measure  by  the  Finance  Act  of  1914, 
were  made  a permanent  feature  of  the  system  by* 
the  Finance  Act  of  1923,  which  empowered  the 
Minister  of  Finance  to  issue  Dominion  notes  to 
the  banks  on  the  deposit  by  them  of  approved 
securities.  This  legislation  provided  the  banks 
with  a means  of  increasing  their  legal  tender  cash 
reserves  at  will. 

2.  THE  BANK  OF  CANADA 

a.  Subsection  1 — The  Bank  of  Canada  Act 
and  Its  Amendment 

C.  43  of  the  Statutes  of  1934,  “An  Act  to  Incor- 
porate the  Bank  of  Canada,”  provided  for  the 
establishment  of  a central  bank  in  Canada.  The 
capital  of  the  Bank  was  originally  $5,000,000, 
divided  into  shares  of  $50  par  value.  These  shares 
were  offered  for  public  subscription  by  the  Min- 
ister of  Finance  on  Sept.  17,  1934,  and  were 
largely  over-subscribed.  The  maximum  allotment 
to  any  one  individual  or  corporation  was  15  shares. 
Shares  of  the  Bank  may  be  held  only  by  British 
subjects  ordinarily  resident  in  Canada,  or  by  cor- 
porations controlled  by  British  subjects  ordinarily 
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resident  in  Canada.  The  maximum  holding  per- 
mitted one  person  is  50  shares.  Directors,  officers 
or  employees  of  the  Chartered  banks  may  not  hold 
shares  of  the  Bank.  The  Bank  commenced  busi- 
ness on  March  11,  1935. 

By  an  amendment  to  the  Act  passed  at  the  1936 
session  of  Parliament,  the  capitalization  of  the 
Bank  was  increased  to  $10,100,000  by  the  sale  of 
$5,100,000  Class  “B”  shares  to  the  Minister  of 
Finance.  The  original  shareholders  are  now 
designated  Class  “A”.* 

The  Bank  is  authorized  to  pay  cumulative  divi- 
dends of  41/2  p.c.  per  annum  from  its  profits  after 
making  such  provision  as  the  Board  thinks  proper 
for  bad  and  doubtful  debts,  depreciation  in  assets, 
pension  funds,  and  all  such  matters  as  are  properly 
provided  for  by  banks.  The  remainder  of  the 
profits  will  be  paid  into  the  Consolidated  Revenue 
Fund  of  Canada  and  to  the  Rest  Fund  of  the 
Bank  in  specified  proportions  until  the  Rest  Fund 
is  equal  to  the  paid-up  capital,  when  all  the  re- 
maining profits  will  be  paid  into  the  Consolidated 
Revenue  Fund. 

The  Bank  may  buy  and  sell  securities  of  the 
Dominion,  the  provinces,  the  United  Kingdom, 
and  the  United  States  of  America,  without  re- 

* At  the  time  of  going  to  press  it  is  announced  that 
legislation  will  be  brought  before  the  House  of  Commons 
before  the  end  of  the  present  (1938)  session  for  the  pur- 
chase of  all  outstanding  Class  “A”  stock  by  the  Dominion 
Government  with  the  object  of  bringing  the  Bank  of 
Canada  under  complete  government  ownership. 
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striction  if  of  a maturity  not  exceeding  two  years, 
and  in  limited  amounts  if  of  longer  maturity.  It 
may  also  buy  and  sell  securities  of  British  Domin- 
ions and  France  without  restriction,  if  maturing 
within  six  months.  Short-term  securities  of  the 
Dominion  or  provinces  may  be  re-discounted.  The 
Bank  may  buy  and  sell  certain  classes  of  com- 
mercial paper  of  limited  currency,  and  if  endorsed 
by  a chartered  bank  may  re-discount  such  com- 
mercial paper.  Advances  for  six-month  periods 
may  be  made  to  chartered  banks,  Quebec  Savings 
Banks,  the  Dominion  or  any  province  against  cer- 
tain classes  of  collateral,  and  advances  of  specified 
duration  may  be  made  to  the  Dominion  or  any 
Province  in  amounts  not  exceeding  a fixed  propor- 
tion of  such  government’s  revenue.  The  Bank 
may  buy  and  sell  gold,  silver,  nickel,  and  bronze 
coin  and  gold  and  silver  bullion,  and  may  deal  in 
foreign  exchange  .... 

The  Bank  of  Canada  must  maintain  a reserve 
of  gold  equal  to  not  less  than  25  p.c.  of  its  total 
note  and  deposit  liabilities  in  Canada.  The  re- 
serve, in  addition  to  gold,  may  include  silver  bul- 
lion, balances  in  pounds  sterling  in  the  Bank  of 
England,  in  United  States  dollars  in  the  Federal 
Reserve  Bank  of  New  York,  and  in  gold  currencies 
in  central  banks  in  gold  standard  countries  or  in 
the  Bank  for  International  Settlements,  treasury 
bills  of  the  United  Kingdom  or  the  United  States 
of  America  having  a maturity  not  exceeding  three 
months,  and  bills  of  exchange  having  a maturity 
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not  exceeding  90  days,  payable  in  London,  New 
York,  or  in  a gold  standard  country,  less  any  lia- 
bilities of  the  Bank  payable  in  the  currency  of 
the  United  Kingdom,  the  United  States  of  America 
or  a gold  standard  country. 

The  chartered  banks  are  required  to  maintain 
a reserve  of  not  less  than  5 p.c.  of  their  deposit 
liabilities  within  Canada  in  the  form  of  deposits 
with  and  notes  of  the  Bank  of  Canada. 

The  Bank  acts  as  the  fiscal  agent  of  the  Domin- 
ion of  Canada  and  may,  by  agreement,  act  as 
banker  or  fiscal  agent  of  any  province.  The  Bank 
may  not  accept  deposits  from  individuals  and  does 
not  compete  with  the  chartered  banks  in  commer- 
cial banking  fields. 

The  head  office  of  the  Bank  is  at  Ottawa,  and 
it  has  an  agency  in  each  province,  namely,  at 
Charlottetown,  Halifax,  Saint  John,  Montreal, 
Toronto,  Winnipeg,  Regina,  Calgary  and  Vancou- 
ver. 

The  Governor  of  the  Bank  is  its  chief  executive 
officer  and  Chairman  of  the  Board  of  Directors, 
and  he  is  assisted  by  a Deputy  Governor  and  an 
Assistant  Deputy  Governor.  The  first  appoint- 
ments were  made  by  the  Government.  Subsequent 
appointments  are  to  be  made  by  the  Board  of 
Directors  subject  to  the  approval  of  the  Governor 
in  Council. 

At  the  first  meeting  of  the  shareholders  on  Jan. 
23,  1935,  seven  directors  were  elected  for  terms 
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to  run  as  follows ; one  until  the  third  annual  gen- 
eral meeting  (1938),  two  until  the  fourth  (1939), 
two  until  the  fifth  (1940),  and  two  until  the  sixth 
general  meeting  (1941). 

By  the  1936  amendment  the  number  of  direct- 
ors elected  by  the  Class  “A”  shareholders  will  be 
eventually  reduced  to  three  who  will  hold  office 
for  three-year  terms.  The  six  directors  appointed 
by  the  Class  “B”  shareholder  with  the  approval 
of  the  Governor  in  Council,  were  announced  on 
Sept.  11,  1936.  These  directors  are  appointed  for 
terms  to  run  as  follows:  two  until  the  annual 
general  meeting  in  1940,  two  until  1941,  and  two 
until  1942.  Thereafter,  the  Government  direct- 
ors, each  of  whom  shall  hold  office  for  a term  of 
three  years,  will  be  appointed  by  the  Class  “B” 
shareholder  with  the  approval  of  the  Governor  in 
Council,  two  as  of  the  day  of  the  annual  general 
meeting  in  1940  and  two  at  the  day  of  each  annual 
general  meeting  thereafter.  In  the  transaction 
of  the  business  of  the  Bank  each  director  has  one 
vote  except  that  prior  to  the  annual  general  meet- 
ing in  1940  each  of  the  directors  appointed  by  the 
Class  “B”  shareholder  shall  be  entitled  to  two 
votes. 

There  is  also  an  Executive  Committee  of  the 
Board  of  Directors  consisting  of  the  Governor, 
Deputy  Governor,  and  one  member  of  the  Board, 
which  must  meet  once  a week.  This  Committee 
has  the  same  powers  as  the  Board  but  every  deci- 
sion is  submitted  to  the  Board  of  Directors  at  its 
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next  meeting.  The  Board  must  meet  at  least  four 
times  a year.  The  Deputy  Minister  of  Finance  is 
an  ex  officio  member  of  the  Board  of  Directors 
and  of  the  Executive  Committee,  but  is  without 
a vote. 

The  Governor,  or  in  his  absence  the  Deputy 
Governor,  only  has  the  power  to  veto  any  action 
or  decision  of  the  Board  of  Directors  or  of  the 
Executive  Committee,  subject  to  confirmation  or 
disallowance  by  the  Governor-in-Council. 

3.— CURRENCY  ' 

a. — Subsection  1 — Canadian  Coinage 

The  present  standard  of  Canada  is  gold  of  900 
millesimal  fineness  (23.22  grains  equal  to  one  dol- 
lar). As  pointed  out  . . . gold  coin  has  been 
authorized  but  only  very  limited  issues  were  ever 
made.  The  British  sovereign  and  half-sovereign 
and  United  States  eagle,  half  eagle,  and  double 
eagle  are  legal  tender.  Sudsidiary  coin  consists 
of  50,  25  and  10  cent  silver  pieces,*  800  fine  (re- 
duced from  925  in  1920).  Such  subsidiary  silver 
coin  is  legal  tender  up  to  the  amount  of  ten  dollars. 
The  5-cent  piece  (now  made  of  nickel)  is  legal 
tender  up  to  five  dollars  and  the  1-cent  bronze 

* The  Currency  Act  of  1910  made  provision  for  a silver 
dollar  and  a 5-cent  silver  coin.  The  former  was  not  coin- 
ed until  1935,  when  a limited  issue  was  made  as  a jubilee 
coin.  The  5-cent  silver  coin  was  coined  freely  until  1921. 
It  still  has  limited  legal  tender  but  has  been  replaced  in 
the  coinage  by  the  5-cent  nickel  piece. 
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coin  up  to  twenty-five  cents.  There  is  no  provi-| 
sion  for  the  redemption  of  subsidiary  coin. 

The  Royal  Canadian  Mint 

The  Ottawa  Mint,  established  as  a branch  of 
the  Royal  Mint  under  the  (Imperial)  Coinage  Act, 
1870,  and  opened  on  Jan.  2,  1908,  was  by  21-22 
Geo.  V.,  C.  48,  constituted  a branch  of  the  Depart- 
ment of  Finance,  and  by  the  Proclamation  of  Nov. 
14,  1931,  issued  under  Sec.  8 of  that  Act,  it  has 
since  Dec.  1,  1931,  operated  as  the  Royal  Cana- 
dian Mint.  At  first  the  British  North  American 
provinces,  and  later  the  Dominion  of  Canada,  ob- 
tained their  coins  from  the  Royal  Mint  in  London 
or  from  The  Mint,  Birmingham,  Ltd.,  and  in  its 
earlier  years  the  operations  of  the  Mint  in  Canada 
were  confined  to  the  production  of  gold,  silver,  and 
bronze  coins  for  domestic  circulation,  of  British 
sovereigns,  and  of  small  coins  struck  under  con- 
tract for  Newfoundland  and  Jamaica.  Previous 
to  1914  small  quantities  of  gold  bullion  were  re- 
fined, but  during  the  war  the  Mint  came  to  the 
assistance  of  the  British  Government  by  establish- 
ing a refinery  in  which  nearly  twenty  million 
ounces  of  South  African  gold  were  treated  on  ac- 
count of  the  Bank  of  England,  and  the  subsequent 
great  development  of  the  gold-mining  industry  in 
Canada  has  resulted  in  gold-refining  becoming  one 
of  the  principal  activities  of  the  Mint.  Gold  coins 
have  not  been  struck  since  1919,  most  of  the  fine 
gold  produced  from  the  rough  shipments  from  the 
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mines  being  delivered  to  the  Department  of 
Finance  or,  since  Mar.  11,  1935,  to  the  Bank  of 
Canada  in  the  form  of  bars  of  approximately  400 
fine  ozs.  each,  the  rest  being  sold  in  a convenient 
form  to  manufacturers.  The  fine  silver  extracted 
from  the  rough  gold,  when  not  required  for  coin- 
age, is  sold  in  New  York  or  disposed  of  to  local 
manufacturing  firms. 

b. — Subsection  2. — Dominion  and  Bank  of 
Canada  Notes 

Dominion  Notes 

Prior  to  the  taking  over  of  the  note  issue  by 
the  Bank  of  Canada  when  it  opened  on  Mar.  11, 
1935,  Dominion  notes  were  issued  under  any  one 
of  three  statutory  authorities:  (1)  the  Dominion 
Notes  Act  (Statutes  of  1934,  c.  34),  which  re- 
quired a gold  reserve  of  25  p.c.  to  be  held  against 
the  first  $120,000,000  of  notes  issued  and  full  gold 
coverage  against  any  issue  in  excess  of  $120,000,- 
000;  (2)  the  Finance  Act  (R.S.C.  1927,  c.  70), 
Part  II  of  which  authorized  the  Minister  of 
Finance  to  advance  to  any  chartered  bank  or  to 
the  savings  banks  of  Quebec,  Dominion  notes  to 
any  amount  on  the  pledge  of  approved  securities 
deposited  with  the  Minister.  These  advances  bore 
interest  and  no  gold  coverage  was  required  to  be 
held  on  Dominion  notes  so  advanced;  (3)  C.  4 of 
the  Statutes  of  1915,  authorizing  the  Government 
to  issue  Dominion  notes  to  the  amount  of  $26,000,- 
000  without  gold  coverage,  but  partly  covered  by 
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the  deposit  of  $16,000,000  of  railway  securities 
guaranteed  by  the  Dominion  government. 

The  Dominion  note  issue  was  therefore  partly 
gold-backed  and  partly  fiduciary.  Dominion  notes 
were  legal  tender  and,  in  normal  times  when  Can- 
ada was  on  the  gold  standard,  they  were  redeem- 
able in  gold. 

Dominion  notes  were  of  two  types,  those  for  the 
purpose  of  general  circulation,  and  ‘special’ 
notes.  The  latter  were  used  only  by  the  banks  for 
inter-bank  transactions  and  clearings,  or  for  cash 
reserves  or  deposit  in  the  Central  Gold  Reserves. 
They  were  mainly  of  $5,000  and  $50,000  denom- 
inations. Dominion  notes  for  the  purpose  of  gen- 
eral circulation  were  of  the  denominations  of 
25  cents,  $1,  $2,  $4,  $5,  $50,  $500  and  $1,000,  al- 
though for  a considerable  time  no  $4  or  $50  notes 
had  been  issued.  Since  the  minimum  denomina- 
tion for  chartered  bank  notes  was  set  at  $5,  the 
Dominion  notes  of  lower  denominations  naturally 
were  largely  in  circulation  among  the  general 
public,  but  there  was  nothing  to  prevent  any  of 
these  Dominion  notes  from  being  included  in  the 
reserves  of  the  banks,  and  it  was  provided  that 
at  least  40  p.c.  of  the  banks’  reserves  were  to  con- 
sist of  Dominion  notes. 

Bank  of  Canada  Notes 

The  Bank  of  Canada,  when  it  commenced  oper- 
ations, assumed  the  liability  for  Dominion  notes 
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outstanding  which  were  replaced  in  public  circula- 
tion, and  partly  replaced  as  cash  reserves,  by  its 
own  legal-tender  notes  in  denominations  of  $1,  $2, 
$5,  $10,  $20,  $50,  $100  and  $1,000.  Deposits  of 
chartered  banks  at  the  Bank  of  Canada  completed 
the  replacement  of  Dominion  notes  as  cash 
reserves. 

The  chartered  banks  are  required  under  the 
Bank  Act  of  1934  to  reduce  the  issue  of  their  own 
bank  notes  gradually  during  the  ten  years  1935-45 
to  an  amount  not  in  excess  of  25  p.c.  of  their  paid- 
up  capital  on  Mar.  11,  1935.  Bank  of  Canada 
notes  are  thus  replacing  chartered  bank  notes  as 
the  issue  of  the  latter  is  reduced. 

In  the  denominations  from  $5  to  $1,000,  where 
Bank  of  Canada  notes  have  partially  replaced 
chartered  bank  notes  or  Dominion  notes,  there 
has  been  a large  increase.  On  the  other  hand,  the 
special  Dominion  notes  in  denominations  from 
$1,000  to  $50,000  which  were  used  almost  exclus- 
ively for  inter-bank  transactions  or  bank  reserves, 
are  no  longer  in  use. 

c. — Subsection  3 — Chartered  Bank  Notes 

By  reference  to  the  historical  outline  at  the  be- 
ginning of  this  chapter,  the  developments  may  be 
traced  by  which  bank  notes  became  the  chief  cir- 
culating medium  in  Canada  in  the  period  preced- 
ing the  establishment  of  the  Bank  of  Canada.  The 
main  steps  of  this  development  which  remained 
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as  permanent  features  of  the  system  are  assembled 
and  emphasized  here.  By  the  Bank  Act  of  1870 
(later  consolidated  with  the  general  Bank  Act  of 
1871),  the  note  issue  of  a bank  was  not  to  exceed 
its  paid-up  capital,  no  bank  notes  were  to  be  issued 
under  $4  in  value  (later  changed  to  $5  and  mul- 
tiples thereof),  and,  while  the  banks  were  allowed 
to  use  their  own  discretion  regarding  the  amount 
of  their  cash  reserves,  it  was  stipulated  that  at 
least  one-third  (later  increased  to  40  p.c.)  of  such 
cash  reserves  as  they  chose  to  carry  should  consist 
of  Dominion  notes.  In  the  revision  of  1880,  a 
note-holder  was  definitely  recognized  as  a pre- 
ferred creditor.  The  Bank  Act  of  1890  provided 
for  the  Bank  Note  Circulation  Redemption  Fund, 
made  up  by  each  bank  depositing  with  the  Min- 
ister of  Finance  an  amount  equal  to  5 p.c.  of  its 
note  circulation.  As  a result  of  the  operation  of 
this  fund  and  of  making  notes  a prior  lien  against 
the  assets  of  failed  banks,  no  bank-note  holder  in 
Canada  has  suffered  a loss  since  1881.  In  1908, 
after  the  financial  crisis  of  1907,  provision  was 
made  for  the  banks  to  issue,  during  the  crop-mov- 
ing season,  October  to  January,  inclusive  (later 
extended  to  September  to  February,  inclusive) , an 
excess  circulation  up  to  15  p.c.  of  their  combined 
capital  and  ‘rest’  or  reserve  funds,  such  excess  to 
be  taxed  at  a rate  not  exceeding  5 p.c.  per  annum. 
The  revision  of  the  Bank  Act  in  1913  provided  for 
the  establishment  of  Central  Gold  Reserves  in 
which  banks  might  deposit  gold  or  Dominion  notes 
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and  issue  additional  notes  of  their  own  there- 
against.  The  Finance  Act  (c.  3)  of  1914,  gave 
the  Minister  of  Finance  authority  to  issue  Domin- 
ion notes  to  the  Banks  against  approved  securities 
deposited  with  him.  Originally  passed  as  a war 
measure,  this  was  made  a permanent  feature  of 
the  system  by  the  Finance  Act  (c.  48)  of  1923, 
and  provided  the  banks  with  the  means  of  further 
expanding  their  note  issue  by  the  deposit  of  the 
Dominion  notes,  so  obtained,  in  the  Central  Gold 
Reserves. 

Bank  notes,  although  forming  the  chief  circu- 
lating medium  in  the  hands  of  the  public,  were  a 
fiduciary  issue;  they  were  not  legal  tender  but 
were  convertible  into  Dominion  notes  which  were 
legal  tender. 

The  provisions  regarding  bank  notes  were  ma- 
terially changed  with  the  establishment  of  the 
Bank  of  Canada  under  the  Bank  Act  (c.  24)  of 
1934.  The  authority  both  for  seasonal  expansion 
and  for  additional  issue  secured  by  deposit  in  the 
Central  Gold  Reserves  was  then  terminated.  Pro- 
vision was  made  for  a gradual  reduction  in  bank- 
note circulation  over  a period  of  years  as  explained 
on  p.  912.  As  a result  of  these  changes,  current 
data  on  bank-note  circulation  are  not  comparable 
with  those  of  earlier  years.  However,  statistics 
of  total  notes  in  the  hands  of  the  general  public 
are  comparable.  This  public  circulation  includes 
chartered  bank  notes  together  with  Dominion 
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notes  and  Bank  of  Canada  notes,  exclusive  of  those 
held  by  the  banks  as  reserves.  Statistics  on  this 
basis  are  shown  in  the  following  Table. 


Note  Circulation  in  the  Hands  of  the  Public, 
1926-37 


Averages  of  Month-End  Figures 

Dominion 

Chartered 

or  Bank  of 

Year 

Bankt 

Canada* 

Total 

$ 

$ 

$ 

1926.... 

..  168,885,995 

26,314,706 

195,200,701 

1927.... 

..  172,100,763 

27,793,500 

199,894,263 

1928.... 

..  176,716,979 

28,803,340 

205,520,319 

1929.... 

..  178,291,030 

30,003,870 

208,294,900 

1930.... 

..  159,341,085 

28,812,059 

188,153,144 

1931.... 

..  141,969,350 

28,572,011 

170,541,361 

1932.... 

..  132,165,942 

28,483,686 

160,649,628 

1933.... 

..  130,362,488 

29,066,051 

159,428,539 

1934.... 

..  135,537,793 

30,547,720 

166,085,513 

1935.... 

..  125,644,102 

47,288,651 

172,932,753 

1936.... 

..  119,507,306 

66,934,958 

186,442,264 

1937.... 

..  110,259,134 

94,876,384 

205,135,518 

f Gross  note  circulation  of  chartered  banks.  *Total  issue 
less  notes  held  by  chartered  banks  and  notes  deposited  in 
the  Central  Gold  Reserves  up  to  March,  1935. 

SECTION  4— MONETARY  RESERVES 

Before  the  Establishment  of  the  Bank  of  Can- 
ada— Up  to  March,  1935,  legal  tender  cash  re- 
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serves  in  Canada  were  made  up  partly  of  Domin- 
ion notes  and  partly  of  gold  coin  and  bullion,  and 
subsidiary  coin,  including  these  forms  of  cash 
held  by  the  banks  themselves  and  as  deposits  in 
the  Central  Gold  Reserves.  In  so  far  as  these 
reserves  were  in  actual  gold  or  were  in  Dominion 
notes  backed  by  gold,  they  were  subject  to  the 
expanding  or  contracting  influences  of  monetary 
gold  imports  or  exports  arising  from  Canada’s 
balance  of  international  payments,  so  long  as  Can- 
ada was  on  the  gold  standard. 

Since  the  Establishment  of  the  Bank  of  Canada 
—When  the  Bank  of  Canada  was  established,  the 
chartered  banks  turned  over  their  reserves  of  gold 
in  Canada  and  Dominion  notes  to  the  new  bank  in 
exchange  for  deposits  with  and  notes  of  the  Bank 
of  Canada.  It  was  provided  that  henceforth  the 
chartered  banks  were  to  carry  reserves  in  these 
forms  amounting  to  at  least  5 p.c.  of  their  deposit 
liabilities  in  Canada.  Since  that  time,  therefore, 
the  gold  reserves  against  currency  and  bank  credit 
have  been  in  the  custody  of  the  central  bank. 
(End  of  “ Canada  Year  Book”  (1938)  quotation.) 

* * * 

5.— THE  WAR  PERIOD  1914-18 

In  order  to  relate  our  analysis  of  the  monetary 
system  in  universal  use  and  the  growth  of  the 
banking  system  in  Canada,  to  the  economic  condi- 
tions which  prevailed  prior  to  the  present  war,  it 
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is  necessary  to  review  the  events  from  the  out- 
break of  the  last  war. 

The  impact  of  the  war  of  1914-18  on  Canada’s 
financial  structure  and  the  measures  adopted  to 
meet  the  conditions  created  by  the  economic  up- 
heaval attributable  to  that  conflict,  are  described 
by  Sir  Thomas  White,  Canadian  Minister  of . 
Finance  for  the  entire  period,  in  “The  Story  of 
Canada’s  War  Finance.”  This  authoritative  rec- 
ord provides  a background  against  which  subse- 
quent development  can  be  examined  dispassionate- 
ly in  the  light  of  factual  data. 

Sir  Thomas  White  points  out  that,  as  in  England 
the  established  monetary  system  in  Canada  was 
in  danger  of  breaking  down  on  the  eve  of  war. 
Panic  conditions  were  created  by  large  withdraw- 
als of  gold  from  the  banks,  and  the  Federal  Gov- 
ernment was  obliged  to  step  in  to  over-ride  the 
existing  law,  without  reference  to  Parliament,  for 
the  purpose  of  meeting  the  emergency.  The  re- 
demption of  currency  bills  in  gold  was  suspended ; 
the  banks  were  authorized  to  meet  their  deposit 
liabilities  in  their  own  notes,  though  these  were 
not  legal  tender;  and  the  Federal  Government 
undertook  to  lend  the  banks  Dominion  notes 
against  securities  deposited  with  the  Department 
of  Finance. 

The  striking  features  about  Sir  Thomas  White’s 
review  of  Canada’s  war  finance  during  1914-19 — 
the  period  covered  in  the  book — are,  first,  the 
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apparent  lack  of  understanding  on  the  part  of 
those  responsible,  of  elementary  facts  regarding 
the  operation  of  the  monetary  system,  and,  sec- 
ond, the  manner  in  which  subsequent  events  dis- 
proved the  tenets  which  had  governed  financial 
policy.  The  relation  of  these  considerations  to  the 
present  situation  is,  naturally,  of  great  import- 
ance, for  if  those  responsible  for  our  financial 
system  have  been  seriously  wrong  in  the  past,  their 
knowledge  and  judgment  cannot  be  accepted  as 
infallible  in  existing  circumstances. 

The  extracts  from  Sir  Thomas  White’s  book 
which  are  given  below,  taken  in  conjunction  with 
the  quotations  or  comments  which  follow  each  of 
these,  will  indicate  the  extent  to  which  the  whole 
subject  of  finance  was  shrouded  in  illusion,  fallacy 
and  misunderstanding  during  one  of  the  most 
critical  periods  in  Canada’s  history. 

* * * 

(1)  “It  was  obvious  that  a banking  in- 
stitution, however  strong,  could  not  be  ex- 
pected to  be  in  a position  to  pay  all  its  liabili- 
ties upon  demand.  Deposits  received  from 
the  public  were  loaned,  in  the  ordinary  course 
of  business,  to  the  commercial  community  . . ” 
Sir  Thomas  White — p.  7 “The  Story  of 
Canada’s  War  Finance.” 

Per  Contra : “The  banks  cannot,  of  course, 
loan  the  money  of  their  depositors.  What  the 
banks  have  done  is  to  make  loans  and  invest- 
ments which  result  in  a certain  sum  total  of 
deposits.” 
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— Graham  F.  Towers  (Governor  of  the  Bank 
of  Canada),  evidence  given  before  the  House 
of  Commons  Committee  on  Banking  and  Com- 
merce, 1939. 

“When  a bank  lends  it  creates  the  means  of 
payment  out  of  nothing.” 

— R.  G.  Hawtrey,  Ass’t.  Secretary  to 
H.M.  Treasury  of  Great  Britain. 

Comment  on  the  foregoing  would  be  superfluous. 
* * * 

(2)  “When  war  broke  out,  Canada  was  ex- 
periencing a business  reaction  which  had  been 
in  evidence  for  some  months  . . . 

“With  public  revenue  declining  and  the 
London  financial  market  closed,  the  question 
of  how  to  raise  money  for  our  capital  expendi- 
utres,  and  above  all  for  our  military  effort, 
was  a most  anxious  one  ...” 

“It  is  to  be  borne  in  mind  that  in  those  days 
the  sum  of  fifty  million  dollars  was  regarded 
as  a very  large  amount  even  in  terms  of  na- 
tional finance  ...” 

— pp.  10-11-12  “The  Story  of  Canada's 
Wow  Finance 

(Italics  for  emphasis  inserted.) 

♦ 

In  contrast,  consider  the  following: 

Q. : . . . so  far  as  war  is  concerned,  to  defend 
the  integrity  of  the  nation  there  will  be  no 
difficulty  in  raising  the  means  of  financing 
whatever  those  requirements  may  be? 
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Mr.  Towers:  The  limit  of  the  possibilities 
depend  on  men  and  materials. 

Q. : . . . and  where  you  have  an  abundance 
of  men  and  materials  you  have  no  difficulty, 
under  our  present  banking  system,  in  putting 
forth  the  medium  of  exchange  that  is  neces- 
sary to  put  the  men  and  materials  to  work 
in  defence  of  the  realm? 

Mr.  Towers : That  is  right. 

— Graham  F.  Towers  (Governor  of  the  Bank 
of  Canada),  evidence  given  before  the 
House  of  Commons  Committee  on  Banking 
and  Commerce,  1939. 

* * * 

“The  first  Canadian  domestic  war  loan  was 
floated  in  November,  1915.  For  many  months 
it  had  been  under  consideration  and  was  re- 
garded as  a somewhat  doubtful  experiment. 
No  loan  of  even  five  million  dollars  had  ever 
before  been  subscribed  in  Canada,  and  a war 
issue  of  less  than  twenty-five  millions  would 
have  been  hardly  worth  while  . . . ” 
p.  22,  “ The  Story  of  Canada’s  War  Finance  ” 

“ The  opinion  among  the  leading  financial 
men  of  Canada  was  that  we  might  hope  to 
obtain  twenty-five  million  dollars.  As  we  de- 
cided to  make  the  issue  fifty  million,  it  seem- 
ed certain  that  a very  large  portion  would 
remain  unsubscribed  by  the  general  public. 


93 


To  meet  the  situation  the  Canadian  banks 
very  generously  offered  to  subscribe  twenty- 
five  million  dollars  upon  the  understanding 
that  all  subscriptions  from  the  public  in  ex- 
cess of  twenty-five  million  dollars  should  be 
taken  in  abatement  of  their  subscription. 
That  is  to  so,y,  they  agreed  without  remun- 
eration to  undenvrite  the  issue  to  the  extent 
of  twenty-five  millions  to  ensure  its  success. 
Banks  do  not  desire  to  lock  up  their  resources 
in  securities,  and  it  is  not  in  the  national  in- 
terest that  they  should  do  so” 

— (p.  24-25,  uThe  Story  of  Canada’s  War 
Finance.) 

(Italics  for  emphasis  inserted.) 

It  is  clear  from  the  foregoing  that  Sir  Thomas 
apparently  did  not  know  that  the  banks  created 
the  money — financial  credit — which  they  lent. 
Neither  did  he  appear  to  grasp  the  fact  that,  with 
the  war  time  powers  given  them  by  the  Govern- 
ment, the  banks  could  create  the  money  to  buy 
on  million  dollars  of  bonds,  deposit  these  with  the 
Department  of  Finance  and  obtain  Dominion 
notes  on  the  basis  of  which  they  could  proceed 
to  create  the  money  with  which  to  buy  bonds  for 
ten  million  dollars — a procedure  which  had  great 
possibilities  for  the  banks. 

* * * 

Notwithstanding  the  foregoing  statement  by 
Sir  Thomas  White: 
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Between  1915  and  1916  the  average  of  bank 
deposits  increased  by  over  $200,000,000. 

The  average  of  bank  loans  to  customers  in- 
creased in  the  same  period  by  some  $70,000,000, 
but  the  value  of  securities  held  by  the  banks  in- 
creased by  over  $103,000,000 — both  there  items 
of  course,  increasing  deposits  by  a corresponding 
amount. 

Between  1916  and  1917,  the  average  of  public 
deposits  increased  by  $220,000,000,  the  corres- 
ponding increase  between  1917  and  1918  being 
$225,000,000. 

The  average  of  bank  loans  to  customers  in- 
creased during  the  same  periods  by  $83,000,000 
and  $120,000,000  respectively,  but  the  correspond- 
ing increase  in  securities  held  by  the  banks  in- 
creased by  $122,000,000  and  $136,000,000  in  each 
of  these  years. 

Bearing  in  mind  that  the  extent  of  the  national 
war  effort  was  governed  by  the  financial  facilities 
available,  and  that  apparently  Sir  Thomas  White 
was  not  aware  of  the  whole  procedure  of  monetary 
creation  by  the  banks,  the  foregoing  facts  indi- 
cate very  definitely  that  the  banks  acquired  large 
holdings  of  securities  by  the  simple  process  of 
creating  the  money  for  their  purchase — money 
upon  which  the  extent  of  Canada’s  war  effort 
depended. 
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This  is  brought  out  by  the  following  quotation : 

“ . . . loans  from  the  Chartered  Banks  to 
the  Government  are  inflationary  . . . The  Gov- 
ernment prints  a Bond — . . . The  banks  buy 
this  security  and  credit  the  purchase  price  to 
the  government  in  the  form  of  a deposit  on 
their  books.  This  deposit,  which  is  an  addi- 
tion to  the  liabilities  of  the  banks,  puts  brand 
new  purchasing  power  in  the  hands  of  the 
government  . . . ” 

— “ The  Q and  A Book,”  issued  by  the  National 
War  Finance  Committee  in  October,  1943. 

(Italics  for  emphasis  inserted.) 

* * * 

The  following  provides  interesting  evidence  of 
the  pressure  which  was  brought  to  bear  on  the 
government  of  the  day  by  internal  financial  inter- 
ests: 

“The  first  Canadian  war  loan  was  of  the 
maturity  of  ten  years.  It  bore  interest  at 
five  per  cent  and  was  sold  at  97 V2-  This  gave 
a yield  rate  of  between  five  and  five  and  one 
quarter  per  cent.  As  this  was  a low  rate  in 
comparison  with  what  could  be  obtained  upon 
other  high  grade  securities,  it  was  issued  free 
of  taxation.  This  had  been  insisted  upon  by 
the  New  York  interests  which  floated  our 
earlier  loan  there  and  was  regarded  as  a spec- 
ially attractive  feature  by  Canadian  financial 
experts.” 

— uThe  Story  of  Canada’s  War  Finance ” p.  26. 
(Comment  is  unnecessary,  except  to  remark 
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that  at  the  time  Canada  was  engaged  in  a struggle 
for  existence — and  Canadian  lives  were  being 
sacrificed  on  the  battlefields  of  France.) 

* * * 

“The  loan  was  well  received  by  the  Cana- 
dian public  (sic).  The  best  endeavours  of  the 
press  and  of  the  banks  at  all  their  branches 
throughout  Canada  ivere  especially  enlisted. 
The  bond  dealers  and  stock  brokers  co-oper- 
ated most  effectually  with  their  selling  or- 
ganizations, All  other  available  agencies,  in- 
cluding the  churches,  lent  their  aid.  When  the 
last  returns  came  in  it  was  found  that,  in- 
stead of  fifty  millions  asked  for,  more  than 
one  hundred  millions  had  been  subscribed  by 
the  Canadian  people  (sic).  This  notable  and 
striking  success  created  a sensation  both  at 
home  and  abroad,.  That  Canada,  which  had 
always  been  a borrowing  country,  and  had  no 
developed,  investment  - market  of  its  oivn, 
should  raise  a hundred  million  dollars  by 
popular  subscription  from  its  own  people  (sic) 
was  hardly  credible  in  London  and  New 
York” 

— “ The  Story  of  Canada’s  War  Finance,”  pp., 

26-27. 

(Italics  for  emphasis  and  comment  inserted.) 

No  doubt  this  reflected  the  accepted  views  and 
the  policy  of  the  Federal  Government  at  thai 
time.  In  the  light  of  subsequent  developments  it 
appears  tragically  pathetic ; yet  it  persisted 
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throughout  that  period  of  war.  On  pages  58  and 
59  of  the  same  publication  we  read:  - 

“ The  three  Victory  Loans  were  the  great- 
est financial  achievement  of  Canada  during 
the  tvar.  They  were  floated  in  1917,  1918  and 
1919  respectively  and  raised  an  aggregate  of 
more  than  seventeen  hundred  million  dol- 
lars. That  this  astounding  sum,  which  was 
almost  tv)ice  the  amount  of  all  the  deposits 
in  all  the  chartered  banks  before  the  war, 
shoidd  have  been  made  available  for  the  pur- 
pose of  the  Government  from  the  savings  of  • 
the  people  of  Canada  was  probably  as  sur- 
prising to  us  as  to  the  outside  world” 

(Italics  for  emphasis  inserted.) 

The  increase  in  bank  deposits  between  1914 
and  1920  amounted  to  over  one  billion  dollars,  the 
corresponding  increase  in  the  value  of  securities 
held  by  the  banks  increased  by  some  $443,000,000 
and  loans  to  customers  increased  about  $500,- 
000,000  representing  “bank  created  money.”  This 
does  not  appear  to  indicate  that  Canada’s  war 
finance  was  anything  in  the  nature  of  the  miracle 
implied  by  Sir  Thomas  White. 

sH  * 

6.— THE  YEARS  AFTER  THE  WAR 

Canada  was  experiencing  an  economic  depres- 
sion at  the  outbreak  of  war  in  1914.  However, 
under  the  stimulus  of  war,  production  was  ex- 
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panded  rapidly  and  the  country  emerged  from 
the  war  with  an  expanding  economy  under  boom 
conditions. 

This  may  seem  curious  when,  in  fact,  the  na- 
tion’s resources  in  manpower,  materials  and  pro- 
ductive effort  had  been  drained  by  four  years  of 
waste  for  war  purposes.  Yet  reference  back  to 
our  analysis  of  the  monetary  system  will  show 
that  this  is  just  what  could  be  expected  to  happen. 
To  recapitulate : 

Under  so-called  “normal”  peace  time  conditions 
the  chronic  shortage  of  purchasing  power  gener- 
ated by  the  present  system  would  naturally  lead 
to  the  restriction  of  the  consumer  market.  Goods 
would  be  unsaleable  and  would  tend  to  accumulate. 
As  this  would  render  it  impossible  for  primary 
producers,  manufacturers  and  merchants  to  re- 
cover their  operating  costs,  they  would  find  it 
impossible  to  repay  their  borrowings  from  the 
banks.  This  would  force  the  banks  to  restrict 
credit,  while,  for  their  part,  producers  would  be 
forced  to  curtail  production.  The  impact  of  these 
factors  on  the  economy  would,  in  turn,  lead  to 
unemployment  and  the  drastic  “cutting”  of  costs 
in  order  to  reduce  prices,  thereby  forcing  down 
wages  and  leading  to  labour  unrest — which  would 
aggravate  the  situation  further.  In  short,  acute 
economic  depression  is  inescapable  under  such 
conditions,  unless  steps  were  taken  to  off-set  the 
chronic  shortage  of  purchasing  power. 

However,  in  wartime  an  entirely  different  set 
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of  circumstances  operate.  Slowly  at  first,  and  then 
with  ever  growing  tempo,  production  is  expanded 
to  provide  the  munitions  and  supplies  for  the 
prosecution  of  the  conflict.  This  involves  divert- 
ing an  increasing  proportion  of  economic  effort 
to  the  production  of  goods  for  war  in  comparison 
to  the  production  of  goods  for  the  consumer  mar- 
ket. Though  only  the  latter  come  on  the  consumer 
market,  incomes  are  distributed  in  the  production 
of  both  types  of  goods.  Besides  which  incomes — 
i.e.  purchasing  power — have  to  be  distributed  to 
the  manpower  diverted  from  industry  to  the  fight- 
ing forces,  and  to  the  dependants  of  these  men. 

If  the  operation  of  the  monetary  system  re- 
sulted in  the  distribution  of  purchasing  power 
equivalent  to  the  total  price  value  of  the  goods 
produced — i.e.,  both  goods  for  the  consumer  mar- 
ket and  goods  for  the  prosecution  of  the  war — then 
the  cost  of  the  latter  could  be  met  out  of  current 
taxation.  This  would  result  in  purchasing  power 
equivalent  to  the  cost  of  the  goods  consumed  in 
war  being  withdrawn  and  purchasing  power 
equivalent  to  the  price  value  of  consumer  goods 
remaining  in  the  hands  of  the  public.  As  the  real 
cost  of  the  war  has  to  be  met  out  of  current  pro- 
duction in  terms  of  the  good  and  services  used  in 
the  prosecution  of  the  war,  the  liquidation  of  the 
financial  cost  would  then  reflect  this  fact. 

However,  all  governments  find  it  impossible  to 
meet  the  financial  cost  of  war  out  of  current  taxa- 
tion because  the  system  does  not  provide  for  the 
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distribution  of  adequate  purchasing  power.  Any 
attempt  to  finance  the  war  on  such  a basis  would 
lead  to  the  collapse  of  the  financial  structure. 
Therefore  the  balance  of  the  money  has  to  be 
provided  by  borrowing,  and,  as  figures  in  the 
preceding  section  reveal  very  plainly,  a substan- 
tial portion  of  such  borrowing  must  be  secured 
from  bank  loans.  This  represents  a clear  addi- 
tion to  the  volume  of  money.  And  to  that  extent 
the  incomes  distributed  in  respect  of  the  produc- 
tion of  goods  for  war  purposes,  will  be  available 
for  the  purchase  of  goods  on  the  consumer  mar- 
ket— thereby  reducing  or  making  good  the  short- 
age of  purchasing  power  generated  by  the  system. 

Thus,  we  find  that  in  war  time  the  shortage 
of  purchasing  power  tends  to  give  way  to  a sur- 
plus of  purchasing  power  and  a shortage  of  goods. 
Trade  booms  and  industrial  expansion  proceed 
unchecked  except  by  the  prior  claims  of  war  on 
the  nation’s  productive  capacity. 

There  are  other  factors  which  must  be  consid- 
ered in  conjunction  with  these  developments.  With 
mounting  taxation,  a ready  market  demand  for 
production  and  increasing  competition  for  labour, 
prices  and  wages  will  begin  to  rise,  and  will  con- 
tinue to  do  so  with  increasing  momentum — a rise 
in  one  automatically  tending  to  force  a rise  in 
the  other. 

For  example  from  1913  to  1918  inclusive,  the 
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retail  price  index  (including  rents  and  the  cost 
of  services)  rose  from  100  to  149. 

❖ Hs  ❖ 

Following  the  cessation  of  hostilities,  the  mone- 
tary system  would  revert  to  its  normal  peace  time 
operation,  and  the  effect  of  the  chronic  shortage 
of  purchasing  power  could  be  expected  to  again 
manifest  itself  with  disastrous  consequences  on 
the  economy.  This  would  be  particularly  the  case 
if  no  consideration  was  given  to  the  high  produc- 
tion costs  carried  forward  from  the  war  years. 

The  only  condition  under  which  the  economy 
could  be  adjusted  to  the  requirements  of  peace- 
time production  following  a period  of  inflation 
for  war  purposes,  would  be  to  continue  the  infla- 
tionary policy  and  to  encourage  capital  develop- 
ment. 

The  following  statistical  data  for  the  years 
1919,  1920  and  1921  indicate  that  this  policy  was 
pursued  for  the  two  former  years: 


1919  1920  1921 

Banks  deposits 

(000  omitted)  $2,495,582  $2,784,068  $2,556,454 

Banks  loans  1,552,971  1,935,449  1,781,184 

Banks  holding  of 

securities  470,891  331,172  323,230 

Wholesale  price 

index  234.4  287,6  178.2 

(1913=100) 

Retail  price 

index  164.0  190.0  167.1 


It  will  be  evident  from  the  foregoing  that  by 
1920,  less  than  two  years  after  the  end  of  the  war 
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the  full  effect  of  the  faulty  monetary  system  began 
to  make  itself  felt,  leading  to  a curtailment  of 
credit  during  the  ensuing  twelve  months.  The  dis- 
astrous effect  of  this  on  the  economy  is  reflected 
in  the  slump  in  the  wholesale  price  level  between 
1920  and  1921. 

It  may  be  argued  that  this  was  due  to  the  effect 
of  economic  conditions  in  European  countries  on 
Canada’s  export  trade.  The  short  answer  to  such 
a contention  is  that  it  is  not  inherent  in  the  uni- 
verse for  the  price  levels  in  one  country  in  terms 
of  that  nation’s  currency  to  dislocate  the  price 
level  in  another  country.  That  it  should  do  so 
merely  reveals  the  weakness  of  the  monetary  sys- 
tem. Neither  does  such  an  argument  explain 
away  why  the  conditions  which  developed  faith- 
fully reflects  what  could  be  expected  from  our 
earlier  analysis  of  the  monetary  system  and  its 
faulty  nature. 

From  1920  net  national  production  decreased 
sharply  from  $3,682,000,000  to  $2,729,000,000  in 
1921.  The  drop  in  agriculture  was  from  $1,519,- 
000,000  to  $1,092,000,000 ; in  forestry  from  $408,- 
000  to  $258,000;  in  mining  from  $213,000,000  to 
$163,000,000;  and  in  manufactures  from  $1,588,- 
000,000  to  $1,152,000,000. 

As  would  be  expected  unemployment  increased 
from  2.6  per  cent  to  13.1  in  the  same  period. 

* * * 

From  1922  to  1929  inclusive  the  trend  of  econ- 
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omic  conditions  is  reflected  by  the  following  statis- 
tical data: 


Bank 

Deposits 

(000 

Bank 

Loans 

omitted) 

Securities 

Held  by 

Banks 

' $ 

$ 

$ (1913=100) 

1922 

....  2,120,997 

1,643,643 

288,957  (Public) 

1924 

....  2,130,621 

1,546,792 

502,561 

1926 

....  2,277,192 

1 ,682,379 

532,817 

1928 

....  2,610,594 

2,072,403 

522,628 

1929 

....  2.696,747 

2,279,247 

499,015 

(Continued) 

Wholesale 

Net  Pro- 

Wages 

Price  Index 
(000  omitted) 

duction 

(Manufac.) 

(1913=100) 


1922  152.0  2,939,313  374,212 

1924  155.2  3,018,182  420,269 

1926  156.2  3,613,455  501,144 

1928  150.6  4,122,000  580,428 

1929  149.3  3,946,609  624,302 


It  will  be  observed  that  throughout  this  period 
the  banks  maintained  a steady  expansion  of  credit 
by  loans  or  purchase  of  securities.  This  placed  an 
increasing  money  supply  in  the  hands  of  the  pub- 
lic partly  through  expanding  loans  to  industry 
and  partly  through  the  deliberate  policy  of  buying 
securities  upon  which  the  banks  embarked.  Under 
the  stimulus  of  such  a policy,  supported  by  an  ex- 


104 


panding  export  trade,  the  economy  was  maintain- 
ed for  a period  of  eight  years  without  any  violent 
upheaval.  Nevertheless  the  operation  of  the 
faulty  features  of  the  system  was  bound  to  have  a 
cumulative  effect,  and  contributed  to  a partial 
economic  collapse  in  1930. 

The  following  quotations  from  the  address  to 
the  Shareholders  of  The  Royal  Bank  of  Canada 
delivered  by  Sir  Herbert  Holt  on  January  9,  1930, 
is  indicative  of  the  complete  ignorance  of  those 
operating  the  banking  system  regarding  both  the 
effect  of  that  system  on  economic  conditions,  and 
the  dangerous  plight  of  the  national  economy : 

“In  spite  of  the  losses  incurred  by  thous- 
ands of  investors  throughout  both  countries,” 
(Canada  and  the  U.S.A.)  “the  strength  of 
the  business  structure  is  such  that  there  is 
no  reason  to  look  forward  to  more  than  a 
moderate  recession  of  business  during  1930.” 

“Neither  the  prospects  in  foreign  trade  nor 
the  situation  in  Canadian  industry,  trade  and 
agriculture  warrant  pessimism  concerning 
the  outlook  during  the  coming  year  ...” 

“.  . . This  improvement  in  world  buying 
power  implies  that,  so  far  as  foreign  markets 
are  concerned,  the  coming  year  is  likely  to 
witness  continued  growth  in  demand  for  Ca-  , 
nadian  products  ...” 

“In  most  lines,  business  has  been  conducted 
with  prudence.  The  conditions  which  precede 
depressions  are  not  present.” 
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Similar  optimistic  forecasts  were  voiced  by 
leading  bankers  in  Great  Britain. 

It  is  now  a matter  of  history  that,  notwithstand- 
ing Sir  Herbert  Holt’s  views,  a partial  collapse 
of  the  economic  structures  of  most  countries,  pre- 
cipitated crisis  conditions  during  1930,  and  Can- 
ada in  common  with  other  countries,  entered  upon 
a period  of  acute  and  disastrous  depression. 

The  average  of  bank  deposits  dropped  from  $2,- 
696,747,857  in  1929  to  $2,516,611,587  in  1930— 
or  a decrease  of  $180  million  in  the  space  of  one 
year. 

The  cause  of  this  is  to  be  found  in  the  decrease 
of  bank  loans  from  $2,279,247,504  in  1929  to  $2,- 
064,597,746  in  1930,  with  little  decrease  in  their 
holding  of  securities. 

Exports  decreased  by  some  $200  million,  and 
the  wholesale  price  index  slumped  from  149.3  to 
135.3  or  14  points.  Wages  dropped  sharply  and 
unemployment  began  to  climb  steeply.  Agricul- 
ture faced  collapse  with  the  price  of  wheat  falling 
from  an  average  of  $1.05  a bushel  in  1929  to  49c 
in  1930. 

By  1931  the  effect  of  the  depression  became 
more  acute.  The  basic  industry  of  agriculture  was 
in  a terrible  plight.  Widespread  poverty  and  un- 
employment were  rife  throughout  the  country. 
Trade  stagnated.  Debt  increased.  Net  national 
production  declined  from  $4,122  million  in  1928 
to  $2,500  million  in  1931.  Provincial  finances 
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generally  were  in  a condition  bordering  on  bank- 
ruptcy. 

The  persistance  of  the  depression  until  1936 
and  the  gradual  improvement  in  conditions  in  re- 
sponse to  an  expansion  in  monetary  facilities  is 
clearly  shown  by  the  following  statistics  taken 
from  official  records. 

Securities 

Bank  Bank  Held  by 

Deposits  Loans  Banks 

(000  omitted)  (1913=100) 


1929  .. 

$2,696,747 

$2,279,247 

$ 499,015 

1931  .. 

....  2,422,834 

1,764,088 

674,357 

1932  .. 

....  2,255,639 

1,582,617 

695,758 

1934  .. 

....  2,274,607 

1,373,683 

866,725 

1936  .. 

....  2,614,895 

1,140,557 

1,330,808 

1938  .. 

....  2,823,686 

1,200,692 

1,439,666 

(Continued) 

Wholesale  Net  Pro-  Wages 
Price  Index  duction  (Manufac.) 
(000  omitted)  (1913=100) 


1929  149.3  $3,946,609  $624,302 

1931  112.6  2,572,273  415,279 

1932  104.2  2,104,908  322,245 

1934  111.8  2,233,697  355,090 

1936  116.5  2,628,419  438,873 

1938  122.8  2,974,673  498,282 


Note:  The  comparative  figures  of  the  net  price  value 
of  production  as  compared  with  the  wages  paid  out  by 
manufacturing  industries  is,  to  say  the  least,  illuminating 
in  the  light  of  our  analysis. 
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7,— THE  SECOND  WORLD  WAR 


The  foregoing  summarized  review  of  the  years 
between  the  two  world  wars  indicates  very  clearly 
the  earlier  contentions  that  the  national  economy 
is  controlled  by  monetary  policy,  that  the  action 
of  the  Bank  of  Canada  and  the  chartered  banks 
in  expanding  or  contracting  money  supply  deter- 
mines the  volume  and  nature  of  production  and 
that  the  monetary  system  is  inherently  faulty, 
always  distributing  a chronic  shortage  of  purch- 
asing power  in  relation  to  prices,  with  all  the  evil 
effects  on  the  economy  which  automatically  result 
from  such  a condition. 

These  facts  have  been  brought  out  even  more 
forcibly  since  the  outbreak  of  war. 

The  achievements  of  Canadian  industry  and 
agriculture  in  the  production  of  munitions  and 
supplies  for  war  purposes  indicate  the  extent  to 
which  the  national  economy  could  have  been  ex- 
panded during  peace  time  to  provide  the  people 
with  goods  and  services. 

In  the  space  of  four  years  the  national  produc- 
tion has  been  doubled,  and  it  must  be  borne  in 
mind  that  a very  substantial  portion  of  these 
goods  are  of  highly  specialized  types,  the  produc- 
tion of  which  called  for  technical  skill  of  a calibre 
requiring  knowledge  and  training  that  were  lack- 
ing at  the  beginning  of  the  war.  In  addition  ex- 
tensive capital  production  was  rendered  necessary 
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before  much  of  the  war  time  production  could  be 
undertaken. 

Moreover,  this  phenomenal  increase  in  produc- 
tion was  achieved  in  spite  of  some  three  quarters 
of  a million  of  the  cream  of  the  nation’s  man- 
power being  diverted  from  the  productive  sphere 
to  the  fighting  forces. 

This  should  indicate  very  plainly  that  before 
the  war  Canadian  industry  possessed  the  flexi- 
bility and  the  means  for  providing  the  people  of 
the  country  with  a volume  and  variety  of  goods 
and  services  which,  if  equitably  distributed,  would 
have  ensured  a very  high  standard  of  living  for 
all,  under  conditions  that  would  have  conferred 
upon  the  individual  complete  economic  security. 
To  deny  this  would  be  tantamount  to  maintaining 
that  it  is  a simpler  matter  to  produce  warships, 
warplanes,  tanks,  lorries,  shells,  explosives  and 
the  hundreds  of  intricate  devices  required  for 
modern  warfare,  than  it  would  be  to  produce 
homes,  clothing,  food,  hospitals,  schools,  auto- 
mobiles, roads  and  the  amenities  of  present-day 
society. 

When  we  consider  that  the  volume  of  produc- 
tion which  is  being  poured  forth  for  destructive 
purposes  now  represents  something  like  $1500  a 
year  for  every  Canadian  family  — production 
which  is  in  a very  real  sense  “a  gift”  to  the 
enemies  of  the  country — it  is  surely  beyond  dis- 
pute that  under  peace  time  conditions  this  tre- 
mendous productive  effort  can  be  channeled  to 
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provide  goods  and  services  for  the  people  of  Can- 
ada. 

While  the  war  has  provided  indisputable  evi- 
dence that  the  physical  means  exist  to  give  Cana- 
dian people  full  economic  security,  it  is  only  too 
evident  that  the  present  monetary  mechanism 
will  not  provide  the  means  for  making  this  finan- 
cially possibe.  Since  it  proved  incapable  of  doing 
so  before  the  war  there  is  no  ground  for  believing 
that  it  will  serve  the  national  need  after  the  war. 

It  is  being  suggested  from  certain  quarters  that 
because  the  present  scale  of  production  can  be 
financed  under  the  present  monetary  system  for 
war  purposes,  that  system  can  be  made  to  serve 
the  requirements  of  peace-time.  This  contention 
ignores  the  basic  facts  regarding  the  operation 
of  the  monetary  system. 

It  has  been  shown  in  our  synopsis  of  the  man- 
ner in  which  the  established  monetary  system 
operates  that  it  generates  a chronic  shortage  of 
purchasing  power.  That  defect,  combined  with 
the  policy  of  credit  restriction  by  the  banking 
institutions,  precipitated  the  economic  collapse 
of  1930/31,  as  we  have  endeavoured  to  show.  In 
order  to  deal  with  the  situation  various  countries, 
and  notably  the  U.S.A.,  embarked  upon  a policy 
of  credit  (monetary)  expansion,  but  it  was  found 
that  this  alone  was  not  effective.  This,  of  course, 
is  whatxould  be  expected  in  the  light  of  our  analy- 
sis— for,  under  the  established  monetary  system, 
money  is  issued  almost  entirely  to  finance  new  pro- 
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duction  only,  therefore  any  expansion  of  credit 
facilities  to  industry  would  give  an  impetus  to 
production,  but  the  rate  at  which  prices  would  be 
generated  would  always  exceed  the  rate  at  which 
purchasing  power  was  made  available  to  buy  the 
goods  on  the  market  at  those  prices.  Therefore 
it  was  found  necessary  to  pay  farmers  not  to  pro- 
duce, to  subsidize  the  destruction  of  cotton, 
oranges  and  other  commodities  and  in  such  ways 
to  restrict  and  destroy  products  and,  at  the  same 
time,  to  get  purchasing  power  into  the  hands  of 
the  people  to  buy  the  balance  of  the  goods  on  the 
market.  The  money  for  this  purpose,  being  issued 
in  accordance  with  the  rules  of  established  finan- 
cial practice,  was  provided  by  borrowings  from 
the  financial  institutions,  and  in  the  case  of  the 
U.S.A.  in  particular  reached  enormous  propor- 
tions. 

Actually  this  debt  was  merely  an  expedient  for 
pushing  the  problem  created  by  the  faulty  mone- 
tary system  into  the  future.  It  did  nothing  to 
solve  it.  All  debt  claims — both  in  respect  of  prin- 
cipal and  interest — constitute  a demand  on  pur- 
chasing power  as  they  fall  due  for  liquidation. 
Thus  the  procedure  of  meeting  a current  shortage 
of  purchasing  power  by  piling  up  an  accumulat- 
ing debt  liability  against  future  purchasing  power 
must  inevitably  create  a situation  in  which,  even- 
tually, the  nation  will  be  faced  with  the  alterna- 
tives of  a collapse  of  the  financial  system  or  the 
cancellation  of  the  debt  or  an  adjustment  of  the 
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system  to  provide  the  people  with  adequate  pur- 
chasing power  to  meet  its  liabilities. 

Under  war  conditions  there  is  no  need  to  intro- 
duce the  expedients  employed  in  peace  time  to 
overcome  the  defects  of  the  monetary  system; 
these  operate  automatically  in  a war  economy.  A 
substantial  portion  of  the  productive  manpower 
is  transferred  to  the  fighting  services ; this  offsets 
the  unemployment,  the  various  relief  work 
schemes  and  the  payment  of  incomes  to  persons 
not  to  produce.  Then  again  an  increasing  portion 
of  the  national  production  is  diverted  for  war 
purposes  to  be  destroyed  (consumed)  without 
coming  on  to  the  market  for  purchase  by  consum- 
ers; this  parallels  the  goods  exported  in  excess 
of  imports  and  the  destruction  of  products  in  peace- 
time. In  both  instances  the  economy  is  kept  func- 
tioning by  the  distribution  of  incomes  in  respect 
of  which  no  goods  come  on  the  market  for  pur- 
chase by  consumers ; these  incomes  serve  to  supple  - 
ment the  deficiency  of  consumer  purchasing  power 
distributed  in  the  production  of  goods  which  do 
come  on  the  market.  In  both  instances  this  is 
rendered  possible  only  by  a rapidly  pyramiding 
debt  which  will  aggravate  the  situation  in  the 
future. 

It  may  be  suggested  that  the  public  buys  the 
goods  used  for  war  purposes  out  of  taxation  and 
borrowing.  This  suggestion  is  misleading.  The 
financial  cost  of  the  goods  obtained  by  the  gov- 
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ernment  with  borrowed  money  is  carried  forward 
as  an  undischarged  liability. 

As  already  pointed  out,  all  governments  find  it 
impossible  to  meet  the  financial  cost  of  war  out 
of  current  taxation  because  eventually  the  public 
receives  purchasing  power  equivalent  to  only  a 
part  of  the  total  price  value  of  production  of  war 
goods  and  consumer  goods.  The  difference  has  to 
be  obtained  by  borrowing,  and  much  of  this  is 
provided  by  money  lent  to  the  government  (either 
directly,  or  indirectly  through  customers’  borrow- 
ings) by  the  banks.  Such  money  is,  of  course,  a 
clear  addition  to  the  country’s  money  supply — the 
banks  obtaining  an  interest  bearing  asset  in  re- 
turn for  the  practically  costless  procedure  of  creat- 
ing the  monetary  credit  with  which  the  purchase 
is  made. 

The  extent  to  which  this  is  being  done  is  very 
clearly  shown  by  the  following  statistical  data 
taken  from  official  sources: 

Canadian  Chartered  Banks 


Average  ( — Millions  of  Dollars  — ) 

Month-end  Canadian  Canadian  Gov’ment  Other 

Figures  Deposits  Loans  Securities  Sec’rities 

1939  2,630  1,043  1,234  306~’ 

1940  2,753  1,135  1,311  268 

1941  3,017  1,220  1,483  243 

1942  3,319  1,184  1,807  267 


1943  (Aug.)  3,940  1,156  2,370  311 

Source — Bank  of  Canada  Statistical  Summaries. 
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Dominion  of  Canada  Direct  Debt 


March  31 

Millions  of  Dollars 

1939 

3,638 

1940. 

3,959 

1941 

5,011 

1942 

5,865 

Dec.  31,  1942 

7,450 

Source — March  31st  figures  from  Canada  Year 
Books  and  Auditor  General’s  report.  Dec.  31st, 
1942  figures  from  Bank  of  Canada  Statistical 
Summary. 

It  will  be  apparent  from  the  foregoing  that 
while  rapidly  pyramiding  public  debt  and  the  ex- 
pansion of  monetary  credits  by  the  banks,  com- 
bined with  the  production  of  goods  for  destruc- 
tion, overcomes  the  faulty  features  of  the  mone- 
tary system  temporarily,  if  continued  for  any 
length  of  time  they  are  bound  to  create  insur- 
mountable problems  even  under  war  conditions. 
However,  such  a procedure  could  not  begin  to 
meet  the  requirements  of  a peace-time  economy. 

8.— POST-WAR  RECONSTRUCTION 
FINANCE 

With  the  cessation  of  hostilities,  the  financial 
system  will  have  to  fulfill,  not  merely  its  normal 
peace  time  requirements  of  providing  the  mone- 
tary facilities  for  the  production  and  equitable- 
distribution  of  goods  and  services,  but  it  will  be 
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called  upon  to  meet  the  financial  requirements  of 
a transition  of  industries  from  war  to  peace  time 
production  and,  in  addition,  to  cope  with  the  prob- 
lems being  created  by  the  perpetuation 
under  the  stress  of  war  conditions  a system 
which  has  been  shown  in  the  preceding 
pages  to  be  fundamentally  faulty  under  the 
stress  of  war  conditions.  With  a national 
debt  of  perhaps  more  than  ten  billion  dol- 
lars, a monetary  liability  of  nearly  $1,000 
against  every  Canadian  man,  woman  and  child 
(representing  the  cost  of  a war  which,  in  physical 
terms,  would  have  been  paid  in  full  in  “blood, 
toil,  tears  and  sweat”)  and  an  intolerable  tax 
structure  to  support  this  fantastic  debt,  the  prob- 
lem would  be  formidable  if  the  monetary  system 
was  basically  sound.  However,  when  it  is  faulty 
to  a degree  that  almost  wrecked  civilization  be- 
fore the  war,  an  attempt  to  enter  the  post-war 
period  with  out  present  monetary  system  is  bound 
to  result  in  large-scale  disaster. 

In  order  to  assess  the  nature  and  scope  of  the 
measures  which  will  be  required  to  meet  the  needs 
of  post-war  finance,  we  submit  the  following  re- 
capitulation of  the  essential  factors  which  must 
be  borne  in  mind : 

Post-War  Finance 

1.  The  monetary  system  is  the  essential  mech- 
anism for  organizing  the  national  economy. 
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2.  If  the  social  structure  is  to  be  organized  as 
an  effective  and  properly  functioning  democracy, 
its  economic  operation  should  yield  the  nation  an 
economic  democracy;  that  is  to  say  it  should  pro- 
vide the  people  with  the  personal  security,  in 
terms  of  the  goods  and  services  they  want  and 
can  produce,  and  with  the  personal  freedom  they 
desire.  As  the  mechanism  for  organizing  the 
national  economy,  the  monetary  system  should 
operate  to  this  end. 

3.  As  the  control  of  the  issue  of  money  can 
determine  the  volume  and  nature  of  production, 
and  as  control  of  the  monetary  system  is  a sove- 
reign power,  it  should  be  under  the  effective  con- 
trol of  Parliament  and  should  operate  in  response 
to  the  wishes  of  the  people. 

4.  The  monetary  system  being  the  economic 
voting  mechanism  by  means  of  which  the  indi- 
vidual can  make  demands  on  the  results  of  the 
national  economic  effort — thereby  enabling  pro- 
duction to  be  controlled  by  the  people — and  as  it 
is  likewise  the  means  by  which  the  individual  can 
be  assured  economic  security  and  freedom  of  ac- 
tion in  the  economic  sphere: 

a. — The  total  purchasing  power  in  the  hands 
of  the  public  should  at  all  times  be  equal  to  the 
collective  prices  of  the  goods  for  sale  on  the 
market  computed  on  an  economic  basis. 
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b.  — The  public  should,  in  addition,  be  pro- 
vided with  monetary  reserves  for  the  purpose 
of  savings,  trade  requirements  and  investment. 

c.  — Purchasing  power  should  be  distributed 
in  such  a manner  that  it  gives  the  individual 
citizen  adequate  security  with  the  maximum 
freedom  of  action — and  ensures  an  equitable 
distribution  of  the  national  production. 

5.  The  existing  faulty  features  of  the  system 
must  be  rectified  to  conform  to  the  foregoing. 

9. — INTERIM  RECOMMENDATIONS 

Arising  directly  from  the  foregoing  we  submit 
the  following  recommendations  as  a basis  for  the 
more  elaborate  measures  which  will  be  required 
to  give  effect  to  the  specific  submissions  of  the 
sub-committees  dealing  with  other  aspects  of  Post- 
War  Reconstruction: 

1.  A competent  national  monetary  authority, 
operating  in  conjunction  with  the  Bank  of  Can- 
ada, and  responsible  to  the  people  through  Parlia- 
ment, should  exercise  full  and  effective  control 
over  the  operation  of  the  monetary  system,  in- 
cluding the  issue  and  withdrawal  of  all  currency 
and  credit. 

2.  The  national  monetary  authority  should  be 
required  to  maintain  a proper  accounting  of  the 
national  economy  and  to  ensure  that: 
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a. — Adequate  monetary  facilities  are  avail- 
able to  finance  all  required  production,  having 
due  regard  to^ajjalange  being  maintained  as  be- 
tween capital  consumer  goods  production. 

t 


b. — At  all  times  the  people  possess  purchas- 
ing power  equivalent  to  the  total  prices  of  goods 
for  sale  on  the  market. 


c. — Proper  safeguards  are  in  operation  to 
preclude  either  inflationary  or  deflationary  in- 
stability of  prices  or  of  other  essential  economic 
factors. 


3.  All  money  required  for  Federal  Government 
services  should  be  issued,  on  the  instructions  of 
Parliament,  without  increasing  the  national  debt, 
and  federal  taxation  should  be  used  primarily  for 
the  purpose  of  withdrawing  surplus  purchasing- 
power,  if  any,  to  prevent  inflation. 

4.  Adequate  funds  should  be  made  available,  to 
provincial  governments  in  a similar  manner  and 
as  drafts  on  the  national  credit,  by  means  of  equit- 
able block  grants  to  provide  the  highest  standard 
of  social  services  commensurate  with  the  produc- 
tive resources  of  the  nation. 

* * * 

In  the  foregoing  interim  recommendations  we 
have  confined  ourselves  to  the  broad  principles  in- 
volved in  a reconstruction  of  our  financial  struc- 
ture. We  have  refrained  from  going  beyond  this, 
as  recommendations  of  specific  measures  will 
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necessarily  be  governed  by  the  nature  and  scope  of 
the  proposals  for  social  security,  education,  health, 
agricultural  and  industrial  development,  and  other 
aspects  of  reconstruction  referred  by  the  Com- 
mittee to  this  sub-committee. 

* * * 

All  of  which  is  respectfully  submitted. 

A.  J.  HOOKE, 

Chairman , 

Sub-Committee  on  Finance 
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